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PREFACE 


The present study is an attempt at a survey and solution 
of the main problems of industrial finance in India. The 
principal agencies. for the supply of industrial finance in the 
country have been analysed and the part played by each of these 
factors in the provision of industrial finance has been carefully 
examined. Among these factors managing agents have played 
so important a part and have aroused so much public interest 
that it has been necessary to examine in some detail the various 
forms in which they have rendered this financial assistance to 
industry. With the passage of the State-Aid to Industries 
Acts in the various provinces of India, the State is taking an 
increasing interest in the financing of Indian industries. 
The extent and form of the financial assistance furnished by 
the State to industry have been investigated and in this 
connection an analysis of the working of the State-Aid to 
Industries Acts has been attempted. A review of the recent 
activities of the State elsewhere with regard to industrial 
financing has also been made, as forming a useful and interesting 
background for our Indian study. 

The question of the relationship of banks to industry has 
occupied the centre of the stage in recent discussions of the 
problem of industrial financing here as well as abroad; and .it 
has, therefore, been worthwhile to consider in some detail the 
question of banking policy with regard to industrial financing 
in some representative countries. The question of establishing 
‘special institutions for solving the problem of long-term 

industrial finance which has been receiving considerable attention 
F in recent years has been carefully investigated. A review of 
the structure, organisation and activities of these specialist 
| institutions in various countries has been attempted. Finally, 
i he lines on which a suitable machinery for solving the problem 
of long-term industrial finance in India may be evolved have 
? been suggested. | 
_ he background of the study has been gleaned entirely 
from original and authoritative sources. Published material on 
‘a “most of the subjects dealt with is limited, EEST even 
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~ non-existent. Personal investigations have always been made 
and materials have been collected from various countries of 
the world. The writer has depended upon State documents 
and official reports, personal letters,. questionnaires and inter- 
views for most of the information presented here. He is 
indebted to Governments, Chambers of Commerce, banking 
institutions, industrial companies and businessmen in many 
countries for furnishing him with most valuable materials, 
replying to questionnaires and otherwise assisting him in his 
research enquiries. 


The entire information regarding the Industrial Bank 
of Japan and the Industrial Mortgage Banks of Europe has 
been obtained from the respective countries in which the 
Institutions function. The writer's grateful thanks are due to 
Mr. Gustav Fogelholm, Managing Director of the Industrial 
Mortgage Bank of Finland, for furnishing him with its Articles 
of Association, Business Reports and Balance Sheets, as well 
as for replying to two detailed questionnaires. He is under 
obligation to the Royal Hungarian Consul in India and the 
authorities of the National Hungarian Industrial Mortgage 
Institute: to Mr. E. Banasinki, Consul for Poland, and the 
authorities of the National Economic Bank of Poland; to the 
Consul for Germany in India and the authorities of the 
Provincial Mortgage Bank of Saxony; to His Britannic 
Majesty's Consul in Tokyo, Mr. Hara, Consul for Japan in 
India, and the authorities of the Industrial Bank of Japan for 
furnishing him with all the official documents, Articles of 
Association, Business Reports, Statutes, etc., of the respective 
Institutions. The materials are not available in India and have 
been obtained directly from the different countries in which the 
Banks operate. In some cases the literature was not available 
in the English language and translations had to be made. 
The writer is very grateful to Dr. Benoy Kumar Sarkar of the 
Calcutta University for assisting him in translating all the 
documents relating to the Saxon Mortgage Bank from 
original German into English and to Mr. Hara for translating 
some documents relating to the Japanese Industrial Bank from 
original Japanese into English. 


As regards state-aid to industry abroad, the author wishes 
to acknowledge his obligation to the Hon. Minister of Industries 


Ao and the Deputy Minister of Industries, Province of 
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British Columbia; the Hon. Minister of Agriculture and his 
= Secretary, State of South Australia ; and the Hon. Minister of 
z Agriculture and the Director of Agriculture, State of Victoria, 
Z for their kind favour of furnishing him with various State 

documents, copieS of Acts previding for state-aid to industry, 

Annual Reports of the Departments of Industry and Agriculture, 
) etc., as well as for replying to his various queries. He is also 
= grateful in this connection to the Secretary, Financial Section 
= and Economie Intelligence Service, League of Nations, the 
* Consul for Spain in India, and His Britannic Majesty's Consul 
| in Barcelona, for some helpful suggestions. His thanks are 
further due to the High Commissioner for India for requesting 
= the Agent-General for British Columbia and the Agent-General 
g for Victoria in London to furnish the writer with the necessary 
= information relating to state-aid to industry in their respective 
3 countries. 


For information relating to the working of the “Managing 

5 Agency System in India the author is particularly indebted to 
the Hon. Mr. Nalini Ranjan Sarker, Minister of Finance, 
aA overnment of Bengal; the Hon. Mr. S. D. Gladstone, 
President of the Bengal Chamber of Commerce; and Mr. A. C. 
Daniel, Secretary of the Bengal Chamber of Commerce. The 


Hon. Mr. N. R. Sarker’s assistance has been really invaluable. 
= It would never have been possible for the writer to approach 


— the Bengal Chamber of Commerce and the European firms of 
= Managing Agents affiliated to it without his help. It is at his 
* special request that Mr. A. C. Daniel, Secretary of the Chamber, 
aie very kindly introduced the writer to the Heads of a number of 
~~ = European Managing Agency firms, requesting them to assi*t 
= him in his research enquiries by furnishing him with infor- 
= mation and documents regarding the origin, working and 
mo Or nisation of the Managing Agency System in Calcutta. 
s : Jessrs. Gillanders Arbuthnot and Co.. Messrs. Mcleod and Co., 
eh x Wessrs. Turner Morrison and Co., among other European 
lea _ firms should be particularly mentioned for their kind and 
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courteous assistance. Thanks are also due to Mr. Manu Subedar, 
author of the Minority Report of the Indian Central Banking 
Y Inquiry Committee, Mr. K. C. Mahindra of Messrs Martin 
* anc TROO: Mr. y me E Kapadia, Secretary of the Bombas Share- 
holders’ Association and Mr. J. B. Bartlett Richards, American 

rade Commissioner in India, for valuable informesion and 
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helpful suggestions. Thanks are also due to the Government 
of Bengal for their favour of special permission granted to the 
writer to study the Articles of Association, Managing Agency 
Agreements, Balance Sheets, Summariès of Capital and Lists of 
Shareholders of various industrial companies at the office of the 
Registrar, Joint-Stock Companies, Bengal. 

Thanks should also be expressed to Sir Charles Bruce 
Gardner, a Director of the Bankers’ Industrial Development 
Co., as well as of the Securities Management Trust (England), 
to the Managing Director of the Imperial Bank of India and to 
Messrs. Place, Siddons and Gough (Calcutta) for their kind 
courtesy in replying to the author's queries. 

Finally the writer wishes to aeknowledge his grateful 
obligation to Dr. P. N. Banerjea, M.A., D.Sc. (Lond.), Prof. 
J. P. Niyogi, M.A., Ph.D. (Lond.), Minto Professor of 
Economics, University of Calcutta, Prof. H. L. Dey, M.A., 
D.Sc. (Lond.), Professor of Economics, University of Dacca, 
and Prof. J. C. Sinha, M.A., Ph.D., Senior Professor of 
Economics, Presidency College, CG@aleutta, for their kind 
encouragement and many helpful suggestions. 

The present work is based upon a thesis approved for the, 
Degree of ‘Doctor of Philosophy of the University of Calcutta in 
January, 1937. The Board of Examiners consisted of Sir Cecil 
Kisch, C. B., Prof. T. E. Gregory and Mr. P. B. Whale. In 
preparing it, the necessary materials had to be obtained from 
Europe, Australia, Canada and Japan. For various reasons its 
publication has been unavoidably delayed. Tt has been revised 
and brought up- -to-date as far as possible under the present 
international situation. 





University of Calcutta, SAROJKUMAR Basu 
November, 1939. 
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PREFACE TO THE SECOND EDITION 


At the outset I must express my profound feeling of 
apology for the extraordinary delay in publishing a second 


edition of the book. The first edition was published in 


December, 1939 immediately after the outbreak of World _ 
War II. Although the edition had run out within a very short — 
period, it was not. possible to bring out a new edition during all 


the long years of the War owing to the abnormal situation. 


Part of the text for the second edition was sent to the press 
as far back as 1945 but the book could not be brought out till 
now due to circumstances over which the writer had no control. 
This does not mean, however, that the present edition has taken 
no account of the more recent developments in industrial 
financing. It is as far up-to-date as a book of this type can be. 
A considerable amount of additional material has been incor- 
porated and the war-time and post-war developments in the 
financing of industry in India and abroad have been carefully 
examined. The problems of industrial credit in war-time have 
been analysed against the background of the mechanism that 
was evolved in several belligerent countries for financing their 
war industries and some of the major gaps that existed in the 
financial mechanism in India have been indicated in this 
connection. The machineries that have been established in 
several countries for the financing of post-war industry have 
also been closely studied. In this edition will be found a 
comparative review of the structure, organisation and financial 
methods of the British F. C. I. and I. C. F. C., the Canadian 
Industrial Development Bank and the [Industrial Finance 
Department of the Commonwealth Bank of Australia. Against 
the background of these institutions working abroad, the 
Industrial Finance Corporation of India which has recently been 
established has been critically studied. Lessons have been 


‘drawn from the experience of the foreign institutions and 


suggestions have been offered as to the methods of finance the 
Indian Corporation should adopt, the procedure it should follow 
s for assistance and the departments 
it should establish for its iccessful financing. 

C—1760 B. 















PREFACE TO THE THIRD EDITION 


~My grateful thanks are due to Sir C. D. Deshmukh, 
Governor of the Reserve Bank of India, and the authorities 
of the British F. C. I. and I. C. F. C., the Industrial 
Finance Corporation of India, the Canadian Industrial Develop- 
ment Bank and the Industrial Finance, Department of 
Commonwealth Bank of Australia for their courteous assistance. 
I must also thank Messrs. Book Exchange, Calcutta, for their 
kind permission to use in this edition some of the material from 
‘my two other books ‘‘ Industrial Credit in War and Post-War 
Economy *' and * Financing of Post-War Industry” published 
by them. i 
University of Calcutta, SAROJKUMAR BASU 
15th August, 1949. 


» PREFACE TO THE THIRD EDITION 


In this edition the book has been thoroughly revised and 
brought up-to-date. It includes a critical review of the working 
of the Industrial Finance Corporation of India during the four 
years of its existence 1948-1952 and an entirely new chapter on 
=‘ State Financial Corporations." My thanks are due to my 
pupil, Sri Mihirbaran Sinha, M.A. for preparing the index of 
this Edition. 


University of Calcutta, SAROJKUMAR BASU 
May, 1953. 








CHAPTER I 


INTRODCCTORY 


A great deal of interest has been focussed on the question of | 


industrial finance in recent years. The problem came to receive 
varnest attention for the first time immediately after the cessation 
of hostilities in 1918. The four years of the Great War, the 
most exhausting that history had hitherto known, shattered the 
economic order of Europe as no war had done before. An enor- 
mous economic wreckage had piled up during the War; factories, 
plant and equipment, whole industries, that had taken years and 
years of effort to ’build up, had most wantonly been destroyed. 
Factories had to be febuilt, plant and machinery had to be re- 
placed, old industries had to be rehabilitated and new ones had to 
be started. While a considerable amount of finance was required 
lor this enormous task of reconstruction, most countries were 
faced with a shortage of industrial capital. The problem of 
providing adequate financial facilities for their industries assumed 
an importance it had done never betore. 

Besides industrial reconstruction, the question of increased 
post-war competition in the markets of the world was a further 
factor to be considered. It was apparent that immediately after 
the War was over, the belligerent countries would be making 
strenuous efforts to regain their lost trade and increase it, ik 
possible. The development of export industries was, therefore, 
urgently called for to achieve the purpose. [It was perceived even 
in England that she would have to take particularly quick steps 
to develop and reorganise her export industries, if she were to 
maintain her position in the overseas markets and to wrest [rom 
her rivals, if possible, some of their growing trade in these direc- 
tions. Complaints regarding the inadequacy of financial facili- 
ties for industries were hitherto unheard of in England. Ther 


~~ was no reason yet to doubt the efficacy of the existing machinery 


for furnishing industrial credit in Great Britain. But the need 


a, Of developing the export industries became so pressing that the 
at, — Bote, ort : š sy j : n ' l . i a| 
"question of financial facilities for industry came to be widely 


discussed there and even engaged the attention of the Govern- 
ment of the day. An important committee was appointed bs 
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= meeting the needs of British firms after the War, as regards 

TCC i uncial facilities for trade, particulariy with’ reference to the 

financing of large overseas contracts,” 

>. Tn India also, the question of industrial finance began to re- 

$ ceive prominent attention abowt that time. There had been 

= growing, for some time past, a widespread feeling that the 

ios development of Indian industries was hopelessly inadequate. India 

_had an enormous wealth and variety of raw materials but instead 

of utilising them in her own industries, she was merely export- 

\ ing them to enrich the economic development of other countries. 

f There was probably no other country where the reŝources were so 
immense, the possibilities so great and the achievements so 
meagre. India had a great industrial future and it was highly 

_ desirable that steps should immediately be taken to ensure a rapid | 
industrialisation of the country. One of the first requisites of 
industrial development, it was pointed out, was an adequate supply 
of financial facilities and the financial needs of Indian industry 
must be fully satisfied in order to achieve the desired goal of 
industrial progress. =- 

It was also felt ‘that the capital needs of Indian industry 
; would grow to a considerable extent as soon as the War ‘was 
over. The tonic of the War must foster a large number of new 
industries. Old industries would require to be reconditioned and 
overhauled. Extensions would also be urgently called for in 
many instarices so as to obtain the economies of large-scale pro- 
duction. Industrial finance was required on a larger seale than 
ever before. An Industrial Commission which was appointed 
about this time gave great prominence, in their Report published 
in 1918, to this question of financial facilities for Indian indus- 
tries and stressed for the first time the desirability of establishing 
specialist institutions for financing them. 

In later years, in the thick of the world-wide economic 
storm, when industrial stagnation became acute and unemploy- 
ment figures were mounting rapidly, the same question of indus- ay 
trial finance was resuscitated once more both in England and in 
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INTRODUCTORY - 3 


effected without this financial assistance. The banking system 
in this connection came in for some very sharp criticisms in 
England as well as in India. There appeared to be an under- 
current of feeling that the banks were not doing their best to 
help the industries and the relations of banks to industry aronsed — 
the keenest of discussions in both*the countries. 

The controversy over this thorny question assumed such pro- — 
portions in England that it was made, among other things, the 
subject-matter of investigation by an important Committee- 
—— the Chairmanship of Lord Macmillan in 1929. In the same 

r the Government of India appointed a Banking Enquiry — 
— as æ concession to a great popular demand. Not only 
was the examination of the entire banking svstem' of the 
country included in its purview but one of its main objects, was 


stated to be an enauiry*into the existing position of industrial | 


finance in India and also the part played| by the Indian banks in 
its provision. 

During the Second World War and specially in the 
years immediately following its termination, the problem 
of industrial finance assumed not only a. peculiar importance 
but an altogether new aspect. Countries engaged in such 
a total war fought on so gigantic a scale were confronted, 
on its outbreak, with difficult problems relating to the conversion’ 
of their industries from a peace-time to a war-time basis. The 
switch-over often eal'ed for far-reaching adjustments of plant 
and equipment whose post-war value would be dubious. The 
financing of this rapid and extensive transition of industry from 
peace to war-time requirements raised a variety of peculiar. 
issues and constituted one of the chief problems of internal 
war finance. There was not only the anestion of financing the 


-war-time plant extension and conversion but also the tremendous 


end-of-war problem of financing the re-transfer of industry from 
a war-time to a normal peace-time footing. With this re-trans- 
fer problem was also involved the question of re-equipment of i in- 
_ dustries. relating not simply to the effecting of heavy war 


ty: arrears in plant repairs and renlacements but also to the exten- 
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sion, modernisation and rationalisation of who’e industries. T'he 
provision of finance for a country's industries in the present times 


- has acquired an interest and importance from vet je akei stand- 


 Põnt— that of their auick rehabilitation and development tn the 


— — interest with a view to assisting in the maintenance 
and increase of employment. The planning of industrial deve- 
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Broadly speaking, organised industry requires two kinds of 
fnance, fixed or block capital and floating capital òr short term 
accommodation for its day-to-day needs. The former includes 
not only the long and large loans which’ are required for the in- 
ception of a new industry, for purchasing land erecting factory 
buildings and installing plant and machinery, but also the more 
or less permanent funds which an old established concern needs 


to extend and reorganise itself, to remove old plant much of 


~~ . a" a * 
which may have hecome obsolete and refit with the best appli- 
ances and lastly to take prompt advantage of new processes and 


discoveries. The initial capita! is generally raised by means of 





subscriptions from the investing public, while the capital for re- 
placement or extension is usually raised by means of debenture 
issues. bearing a fixed rate of interest. The floating or working 
capital is required for the purchase of raw materia's and stores, 
for expenses incidental to the marketing of products, for- financ- 
ing outstandings in respect of goods supplied and for providines 
the necessary funds for paving wages and meeting the day-to-day 
requirements. ‘These credits -nre of a temporary or seasonal 
character, either self-liauidating or to be repaid ultimately ont 
of the issue of more permanent capital. To furnish these short- 
dated credits which are endless in the variety of their conditions 
is the principal function of banks.’ A certain portion, how- 
ever, of the working capital of an industry. although used for cur- 
rent exnenses, is really of the nature of permanent capital. The 
stock of raw materials, manufactured and semi-manufactured 
commodities never falls below a certain minimun and the capita! 
required for holding them is of the nature of permanent capital. 


Report of the Committee on Finance and Industry, 1931, emd. 3897, p. 169, 
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the industri 
is ready Mion financial accommodation from banks.’ In the course 8 
of its development the company can ereate reserves, a port 

| which may be invested outside the business and. — T bak — 


the former category belong funds set aside for c 
— amortisation funds, ete.; to the latter belong the normal 1 an- 
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t theory, therefore, a portion of the normal working capital 
' Tuet have ae provided out of the subscribed share mee and 

company must be working for some time Ł re 
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vided profits which may be an important source of work ‘in 
ana The nature of an industry has a great deal te do 
the relative proportion between block and working cap * jat- 
quired. The more roundabout and complex the processes of 
produetion grow, * greater must he the proportion of fixe 
working capital. such industries as hydro-electric, iron od 
steel and even in Ate and cotton, block capital igp very large in. 
relation to working capital. On the other hand, in the case of- s 


the small and cottage industries where production is carried on * 





‘under the simplest conditions and with most inexpensive tools 


and implements, the reverse is the case. In between the above 
two kinds of credits. long and ‘short term, industries frequently 
require eredits for intermediate periods, i.e., for periods varying 
from one or two wp to five vears. As the Macmillan Committee 
have pointed out in their report, such intermediate credits fall 


_ mainly into three types, riz. : (Ù hire purchase or instalment sales. 


Gi) advances against deferred payment and liii long-term credits.* 
Tn anv comprehensive plan for providing industrial finance 
for a country, attention must no doubt be direc ted towards. the 
provision of all the above three kinds of financia’! facilities 
short. medium and long-term. But primary attention must be 
paid to the third form. The verv life-blood of industrial growth 
lies in the systematic and orderly supply of this long-term fn- 
ance. The question of long-term industrial finance has assumed 


i for a variety of reasons, particular importance in India. - Tt ran 
| like a thread throughout the mass of ae * tendered before the 


Tndustrial Commission of 1916 and hefore the last Central and 


t Discussione with Foreign Ernerts Indian Central 
Cammittes, Vol. TV. p. TAR. 
2 Report of the Committee on Finance and Todustr md. S897, pp. 16 
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di rica plann ang rand full employment policies, it has receiv —— 
ada ort ince. “It has been frankly recognised that any · pro · 
mme f "+ the intensive industrial development of India must 
ude pul its purview a well-ordered scheme for providing 
. ii lo ng-term i fmancial assistance to her industries. While the ques- 
tion of the provision of long-term industrial finance should 
X n: mp ige our premost attention, that of the supply of working capi- 
pot ta to indus ry cannot also be neglected. The inadequacy of 
R king capital for industry and the high cost of such as is ^ 
available are an important element in the problem of industrial at 
inance: in India. In any study of industrial finance en India, a 
fý consideration of this aspect of the problem -is also called for. s 
ae. $ At the present moment when we are seeking to discover the 
most efficient methods of financing industries in India, a, study 
=" of how the problem of industrial finance has been sought to be , 
* solved elsewhere may prove to be not only of absorbing interest but 
also of great value. Different countries have attempted to solve the 
—* -problem in different ways and in this „connection a survey may 
very usefully be undertaken of some of the typical methods 
adopted in financing industries. Tt will be necessary to analyse 
the principal agencies for industrial finance and to examine the 
part played by each of them in —— The question of 
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* epecial machineries for furnishing financial assistance to indus- F: 
i tries should be carefully investigated and the lines on which 
such a machinery, if necessary, may be evolved for Tndia should x 
also be suggested. A réference may be made in- this connection * 
to the highly interesting problem 6 E financing the conversion ofo * 
g industry from a peace-time to a war-time ‘basis as “well as its ~~ 
A reconversion the other way round. This will involve a study of 
urs. the techniques of war-time financing of industries which were 
= -~ developed in a number of belligerent countrie during World War t 
ky. 


IT. Tt will also be necessary to indicate in b outline the gene- 


ral framework of the machinery that will be suitable for financing -+ -~ 
post-war industrial reconstruction. Tt ts in this background that | — 
a study may profitably be made of industrial finance in India. LANT 
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CHAPTER IU 
BANKS IN RELATION TO INDUSTRIAL FINANCING— ow —* 
GERMAN BANKS AND INDUSTRY : — — 


In any study of industrial finance, a great deal of attention KE? 
must be paid to the relationship of banks to industry. Nothing D 
has aroused so much interest and nothing lias been made the s 
subject-matter of so much controversy as this question of the re- 
lations of banks and industry. What should be the banking 


policy in relation to industrial financing’ Should the banks ; 
furnish permanent capital to industry or shou'd they confine 
themselves to the provision of current finance only? Are the 


banking facilities in either of these senses adequate for indus- 
try? These are some of jhe questions Which have been. widely 
discussed in recent years. 

Banking policy with regard to industrial financing has not 
been uniform in every country. Broadly speaking, the attitude 
of banks has been either ong of close collaboration with or of 
strict aloofness from industry. The former attitude of which 
Germany offers the best example is typical of all Continental bank- 
ing, and is to be found chiefly in Italy, Austria, Hungary, 

. . Belgium and the Netherlands. The latter is characteristic of the 
English system of deposit banking. A discussion of the relatidns 
_* between banks and industry must necessarily cal! for a treatment 
-~ of the important part played*by the German banks in the financ- 
| ing of German industries. It has occupied the centre of the stage 
in all recent discussions of banking policy with regard to indus- 
trial financing. Repeated references were made to it by a large 
' number of witnesses before the Committee on Finance and fn- 
dustry in England as well as the Central Banking Enquiry Com- 
mittee in India. In many quarters, however, there exists even 
to this day a great deal of misconception, at any rate in the popu- 
lar mind, as regards the extent and form of the industrial financi 
provided by the banks in Germany. There ts, for instance 
kind of impression that the industrialist in Germany gol Irom the 
banks advances for fixed capital purposes that he would not get 
from in English banker... There E ʻi widespread iden that thy 
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K general ally speaking, not the case. The German banker believes 
as much as any other banker that, generally speaking, it is not 
“the business of a bank to grant “long-term credits. He has a 
at antipathy, in common with bankers all over the world, 
a t advances for tixed capital purposes and always looks criti- 
— any credit which is not a floating credit for working 
capital purposes. ' He only gives it in exceptional cases and 
after he has fully investigated the condition of the individual 
companies and has satisfied himself as to what purposes the 
credit will serve and what are the possibilities of amortisation.” 
~ In many instances When the bankers have found it impossible to 
avoid the granting of such credits, they have bad to help industry 
‘over difficult periods by taking: up themselves shares and bonds as 
during the crisis of the inflation and stabilisation periods. But 
lasting participation has not generally been their policy wath 
regard to industrial „enterprises, at Igast in the modern times.” 
They may have been forced to-this position when an issue has 
proved to be unsuctessful or when they have had to buy back 
their own issues to maintain their price. Thus, during the 
years after World) War I, the banks were often severely handi- 
capped in their issue and placing business, so that they were 
unable to place more than a limited portion of their holdings and 
could reduce their security portfolios only temporarily. 

Ideas are also widely current that German banks frequently 
stirt new industries and act as managers of industrial concerns 
as well. Generally speaking, the starting of new industries is 
not their function. When private enterprises are converted into 
jointstock companies, and if such conversion is warranted by 
the size, past records and prospects of the business, the banks 
sometimes take a limited share interest in the new companies. 
But any impression that the banks start with selling shares of 
the jointstock company, buying factory sites, bricks and steel and 
thus establish an enterprise, is wholly wrong. The banker never 
claims to be an industrialist in Germany. It is not his practice, 












—XRX * Minutes of Evidence, Committee on Finance and Indostry, Vol. TI, p. 155, 
ee = P, B. Whale, Jointatock Banking in Germany, p. 46, 
ee 1S Discussions with Forsign Experts, Ind‘an Central Banking Enquiry 
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p t Dr. Goldschmidt in the course of his evidence 
“befo ore tbe Macmillan Committee clearly stated ‘that it was, 
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ordinarily speaking, to act as a responsible leader or manager of 
industrial concerns. It is only when the financial structure of — 
industrial companies shows so many cracks that they have be- 
come particularly weak or insecure that the banker in Germany | 
steps in and assumes responsibility ‘for management." But it A oa 
involuntary and never sought far. * 
At the same time, however, it must be observed that just * 

it is wrong to think that the German banks are always ready to 
furnish long-term finance to industry or participate in the p —— 
motion of industrial companies, it will be equally wrong to beliey * 
that they have never done it. In his anxiety to dispel some ; 
the prevaleni illusions regarding the industrial activities of te, 
German banks Dr. Jeide!s caused considerable misapprehension * 
in the minds of the members of the Indian Central Banking 
Enquiry Committee. An impression seems to have been conveyed > 
— 





pd “ 






by his observations that the German banks had at no stage o 
their development furnished long-term finance or taken an active 
part in promoting industrial companies by taking up their shares. 
That impression is not correct. The truth is that the German 
banks evolved themselves info a position in re¢ent years, which was 
wholly different from that in the earlier stages of their develop- 
ment. Dr. Jeidels appears to have overstressed the recent trends 
only and ignored the activities of the German banks in the earlier 
stages of their development. He was undoubtedly speaking of 
the position of German banking in his time, whereas his Indian 
colleagues in the Committee probably had at the back of their minds 
the activities of the banks in the earhef years. The evolution in 
the German banks has been going on through a long process of 
years and is probably still not complete. Four different stages are 
noticeable in this evolution before World War I ; their functions 
underwent remarkable changes as they passed from one phase of 
development to another. In order to understand the relationship 
of the German banks to industry in its true perspective, it will 
be necessary for us to go back to the beginnings of these institu- 
tions and to trace the alteration in their policy with regard to 
industrial financing through the successive phases of their 
evolution. 


;* 


1 Minutes of Evidence, Committee on Finance and Industry, Vol, II, p, 140. 
a Discussions with Foreign Keperts, Indian Central Banking Euquirs 
Committee, Vol. IV, pp. 171-79. 
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e first stage of their development the German banks 
tly banks for loans to industry; and as such 





F ri — rôle in the financing of German industries» 
- They were formed with a digtinct industrial bias. Take for 


_ instance, the Schaafhausen’scher Bank verein of Cologne, the 
first German jointstock bank, established in 1848. Although the 


| - statute precluded it from indulging in any kind of speculative 


activity outside the sphere of proper banking business, the insti- 
tution from the very start invested in shares of various companies, 
mortgages and industrial enterprises. Within a fey years of its 
establishmént, it financed several mining and metallurgical un- 


dertakings in the Rhineland and Westphalia. The Bank fur 


Handel und Industrie was established in 1853 with the distinct 
object of taking an interest in industry. It was modelled on the 
“ credit mobilier ™' of France and one of its co-founders, 
Abraham Oppenheim, was the founder of the Credit Mobilier. 
This bank was expressly empowered by its statute “‘ to partici- 
pate in the promotion of new companies, the amalgamation - 
and consolidation of different companies, and the transformation 
of industrial undertakings into jointstock form, and also to issue 
and take over for its account the shares and debentures of such 
newly created companies.’" * It contemplated from the very start 
promoting solid and large-scale undertakings through the invest- 
ment of its own and outside funds. In the first year of its exist- 
ence it was responsible for the development of German and 
foreign railways. It took over shares of the Austrian State Rail- 
way, purchased the entire Brunswick railway system and held 
preference shares in the Cologne Minden Railway. It also in- 
fluenced the growth of many engineering and textile industries in 
the South of Germany and took part in the/ flotation of many | 
German and Austrian loans. A number of other banks was 
established about this time following the model of the Bank fur 
Handel und Industrie more or less closely. Of these the more 
important were the Disconto Gesselschaft, the Berliner Handels 
Gesselschaft and the Mitteldeutsche Creditbank. The Disconto 
was established in 1851 with a capital of 30 million marks and 
was changed into a limited liability company in 1856. Like the 


| Bank for — and Trade at Darmstadt, it participated in 


I 
r5 ° é "a * 
J Ea ee pr AEA EEN 4 als T bene pyr U TAF 3 


Ms = 


















a e a f 
net eri a 





ttn — —— —— —— 
BANKS IN RELATION TO [INDUSTRIAL FINANCING _ 2 É 





: “mumverous railway transactions. It became connected with t a 
“9 ‘Silesian Railway Company, the Alsenez Railway, the F thine N ho z 
= Railway, etc. Besides railways, it was also engaged — ie 
development of salt pits, mines and iron works as well as 
secondary bank¢ and insurance companies.’ It had even it ir 3 
recent years several industrial interests among which the \ 8 
known United Steel Works and the Hamburg American Line 
- might be mentioned. 
Tt is interesting to note that the German banks i in this p J erio i 
—— n their business with their : 


were SE npon deposits fromthe pobio. The * ce}. 

sheets of 14 jointstock banks in 1857 showed a total of he — 

= marks of which not less than 205 millions were represented by 
money of the shareholders and only 57 millions by — and 
acceptances.” The ordinary banking business of receiving de 
posits and making short-term loans from these deposits was con- art. P 
sidered by them merely as a side-line. Their main business 
consisted in investing the shareholders’ money in industrial and 
commercial enterprises, the object being to reap as large a profit 

as possib'e for the shareholders. A considerable portion of their 
resources was invested in industrial securities. The banks in 
that period, therefore, ‘‘ partook more of the character of 
investment trust companies than of banks properly so called.’” 


— 


— 


F 





1870-1913 :— 


The banks assumed a new character when they began the ~ N 
systematic it basiness from the early nineties. — 
The lead was taken by the Deutsche Bank; and the other banks 
soon followed it in attracting deposits by offering more liberal 
terms and by making them in favour of the traders and manufac- 
turers. The following figures strikingly bring out the enormous 
‘growth of bank deposits. The deposits (including current account 
balances) of all banks rose from 1932.18 million marks in 
1889 to 9641.59 millions in 1913, of which 5148.68 millions were 
held by 9 Berlin banks.* The following figures given by Dr. 


7 





* Hauser, Germany's Commercial Grip on the World 
; ~ Banks and Industry in Germany, an article by Ss G Peodossief in thui Rankert’ 
Magazine, June, 1930. 
; * Ibid. 
* * P. B. Whale, Jointstock Banking in Germeny, p. 20 
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also illustrate the growth of — in the case of the 
hanks between 1870 and 1908" 


Bank Year. Deposits 
* (in million marks). 
1. Deutsche 1871 * B 
— 1908 489 b 
2. Dresdner 1875 2.8 
oa) 1908 224.5 
— 3. Disconto 1871 14.8 
ee 1908 . 218.5 
4. Darmstadter 1870 16.1 
1908 108.8 


The resources of the banks, which in the earlter stage had 
been confined to their own capital and reserves, came now to 
consist of other people’s money in the form of more or less short- 
term deposits. The rapid economic development of Germany 
during this period necessitated the provision of finance for the 
growing requirement of trade and manufacturing concerns. With 

the increase in the deposits, the banks became able to extend 
more credits to them. Thus a considerable part of the constant- 
ly growing volume of deposits, came to be used by them for assist- 
ing the development of industries in which they were interested 
as promoters, shareholders and debenture-holders. The banks 
which had originally resembled investment trust companies and 
considered pure hanking business as a mere side-line gradually 
evolved themselves into deposit banks. But they did not abandon 
their old preference for investment banking : their original charac- 

— ter of the investment trust companies was retained. They com- 
bined the investment trust business of the former period with the 
deposit business of this period; their business became mixed and 
varied. From this period they acquired their distinctive features 
and came to be known as ** mixed banks.’" Tn addition to the 
business of an English jointstock bank, it now included the 
functions which are regarded in England as belonging properly to 
company promoters, issue houses, underwriters, discount houses 
and even stockbrokers. 


=~ 1913-1930—War and Post-War Years :— 


The evolution of the German banks did not, however, stop at 
that stage. They continued developing along new lines in subse- 
qqnen’ years. Ever since the First Great War, a slow but steady 


| — The Great German Banks and Their — pp. 205-08. 
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revolution had been taking place in their business. During the; i 

ar and the years immediately following it, lending to public zi 
authorities became the main business of the banks. They con- —* 
centrated on financing Government by floating its loans. The | 
Government in mħny cases took, upon itself the task of financing — 
industry. The opportunities for dealing in or for creation of — 
securities were also limited by war-time regulations. All these. 
circumstances altered to a considerable extent the status of 
German banks; they became during this period purely deposit 

| banks. The following figures giving the average percentage of > 
`» securities to total assets in the case of eight Berlin banks during — Sfi 
1914-18 strikingly ——— the marked decline that took place * 
in their security holdings * : — LS 





1918 1914 1915 1916 uz 1918 — 
Fight Berlin Banks ... 13.0 189 118 91 66 62 e 


This decline in the percentage of securities to total assets was not 
only well-maintained in the post-war years but was even accen- 
tuated in the years of the ipflation. The banks grew more and 
more cautious. They became reluctant to tie up their funds for 
long periods and concentrated far more on regular banking busi i] 
ness than formerly. There was no doubt a revival of the typical 
industrial activities of the German banks during the vears 1926 
and 1927 but barring this, their tendency to ‘‘ switch "’ over to 
deposit banking, and that in the English sense of the expression, 
was unmistakable. This post-war trend in German jointstock 
hanking is amply illustrated by the following figures showing a 
marked decline in the relative financial importance of their inm- 
yvestment banking business. As compared: with the figures for 








' 1913. the decrease in the relative size of long-term investments as 
. shown by the proportion of own securities and syndicate participa- 
= tions to total assets is strikingly significant * :— 
a Securities as Percentage of Tota! Assets 
me LY 1918 1919 1920 1921 1922 
* Average for & Berlin 
Banks a 13.0 26A 9R 1.7 0.23 
1924. 1924 1926 1927 1998 
Average for 7 Berlin | | 
Banks 8 6.7 5.0 t.3 {2 a9 
LTRS B. Whale. Jointsfock Banking in Germany, p. 2032 
2 The tables are based upon data given by P. B. Whale. op. cit., pp- 15S, on. 223 


and 275. 
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befo > World ‘War w: it will be a mistake to suppose ‘thet 
me n nts occupied quite a large portion of their business. Even 
in th s-war years the holdings of securities, syndicate invest- 
men — participations in other banks were never very large. ‘The 
“average percentage of securities (including syndicate and bank 
3H participation) to the total assets in the case of nine Berlin Banks 
`" from 1907 to 1913 as shown in the following table clearly 
i ase illustrates the position * 


, * 1907 1908 1909 1910 1911 1912 1918 
Average for 9 Berlin 


Banks fos 108 11.0 9.8 12.4 12.0 18.1 ` 138.2 


In the years after World War I the proportions of long-term invest- 

ments fell still lower. The importance of this part of their 
business was gradually receding into the background ; and the 
banks were steadily turning into deposit banks in the English and 
American sense of the expression. 

But more must not be inferred from this statement than is 
~- intended here. It has already been noted that the banks were 
not indifferent and inactive when opportunities came, 
as, for example, in 1926 and 1927. Indeed the recovery of Ger- 
man industry from the depression of 1925-1926 would have been 
dificult without the co-operation of banks with industry. Besides, 
it may be that the low proportion of shares and syndicates was 
due to the fact that these were being quickly passed over to the 
investing public. But it has to be acknowledged that the post- 
war German banks were tending to develop very much along the 
lines of the pre-war English deposit banks. This is evident not 
only from the comparative decline in the securities business noted 
above but also in the rapid increase in deposits and fall in capital 
and reserves. The following figures indicate a significant decline 
in the proportion of capital and reserves to liabilities, while the 
percentage of deposits ‘and current account balances was 
comparatively rising.” :— l 


Capital and Reserves as Percentage 
of Total Liabilities. 


1913 1927 1928 
Average for 8 Berlin Banks — 16-0) 8.6" 7.0" 


m 


1! Based upon data given by P. B. Whale, op. cit. 
= P. B. Whale, Jointstock Banking in Germany, p. 275, 
s. Figures for 7 Banks, 
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Deposits and Current Account Balances 
as Percentage of Total Liabilities. 


1913 1927 1928 
Average for 8 Berlin Banks, — 62.1 85.1 86.1* 


The figures available for the principal German banks tell the 
same story of a remarkable decline in the proportion of capital 
and reserves to liabilities. ‘The latter are seen to have risen by 
40%, while the former are little more than one-third of the pre- 
war figures ' :— 


e 
= 


- In Millions of RM. 


1913 1925 1926 1927 1929 


Capital and Reserves —28 666 763 813 830 
Acceptances * Fest E850 259 S50 ASS 453 
Creditors (deposits) .. 6,759 4906 6,528 £8,128 10,390 


The figures given above illustrate the recent tendency for 
German banks to depart more and more from the pre-war practice 
of combining the functions of commercial banking with those of 
investment banking in all its aspects. The continued increase 
in deposits was not certainly accidental. ‘The German hanks were 
working with funds deposited with them to a far greater extent 
than had ever before been the case and had to exercise more and 
more caution. They reduced their totals of securities and joint 
syndicate holdings and were conforming more closely to the 
recognised canons of commercial banking as adopted in England. 


1931-1939—Post-Depression Years :— 

Fired | 

' The separation of commercial from investment banking 
functions is one of the most striking features of German banking 
legislation in the post-depression period. When in - the 
crisis of 1931 there was a complete breakdown of the German 
banking sysiem, feelings of humiliation and resentment surged 
throughout the country. The iHiquidity of the majority of the 
banks and the widespread prevalence of abuses called for an 
immediate and thorough reorganisation of the whole banking 


* Figures for 7 Banks. 
ù The Times Trade and Engineering Supplement, Banking Section 98th Jum 
1930. Also The Economist (Banking Supplement), 12th May. 1923 
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sy — ‘There was a Commission of Investigation which was 
folle owed by the enactment of a new law—the German Credit 
Act of December 5, 1934. The Act aimed at advocating sound 
R 'iews of banking and Was intended mainly to prevent a repetition 
of the abuses which contributed to the collapse of 1931. But it 
went much further and subjected the banks to the complete 
control of the Government *so “that they could become merely 
another instrument for promoting the general economic policies 


Which are of particular interest to us relate to the demand that 


: ge made upon the banks to maintain a fairly high (much 


igher than what prevailed immediately before) standard of 
liquidity and curb their traditional investment banking activities 
by limiting their holdings of real estate and speculative invest- 
ments. First, a minimum cash ratio of 10% was required to be 
maintained. The second ratio provided for was between the sum 
of commercial bills (having a currency of not more than three 
months) and eligible bonds, and total liabilities which was not 
to exceed 30%. ‘Thirdly, stocks and bonds not admitted to 
German stock exchanges that were ewned by a credit institution 
were not to exceed a certain percentage (in no case less than 5%) 
to current liabilities to be fixed by the Supervisory Board. 
Permanent participations and investments in property and build- 
ings should not exceed the capital and reserves of the credit 
institution.” Lastly, the pre-war banking practice in Germany, 
under which short-term facilities granted to industrial companies 
were intended to be converted into an issue of new shares, was 
also discouraged. This form of financing, quite familiar in 
Germany before the First Great War, might have proved workable 
in times of considerable technical progress but the circumstances 
entirely changed after the War and in later years it lost its raison 
d'etre. ‘Thus both law and practice tended to reverse a banking 
tradition built up in the country over more than a century. The 


» 


“+ C. W, Guillebaud, Economic Recovery of Germany, 1932-38, pp. 93-96; Article 
by Marie Dessaner in the Review of Economic Studies, Vol. Il, 1094-35, pp. 214-294; 
Article entitled * The German Credit Act of 1934" in the Journal of the Institute of 


Bankers, November, 1937. Art. by Mr.” Beckhart in the Political Srience Quarterly, 





March, 1937, p. 86, © Employment Bills issued by a specialist Institution for financing 
bew enterprises were discounted by the — The latter in turn bad them rediscounted 
by the Reichebank. 
* Secs, 16 and 17 (1) and (2), ihe German Credit Act. of. ——— 5, 1934, 
lera Reseree — — 1095, i 
i A 


of the National Socialist State.‘ The features of this legislation — 











* BANKS IN RELATION TO INDUSTRIAL FINANCING 


decline in "iy participations was significant in post-depres- 


sion years ' i 
. RMS. (000,000's) 
o ti - 1920 1935 1936 1937 1938 
Syndicate participations 168 1 147 121 117 103 
. (Five Big Berlin Banks) 
p} German Banks during the War of 1939 : 
x = The German banks may be observed to have — per ; 


yet another phase during World War II. 


industry had been financing itself out of undistributed profits 
to a considerable extent and had been growing independent i 
banking assistance as never before. It has been estimated tha t 
by far the greater proportion of its capital requirements, nearly 
10,000 million marks out of a total of 14,000 million, had been 
met during the decade ending in 1942 ‘from profits ploughed 
back into industry. Since the outbreak of the War, German 
industry came to rely not only upon self-financing to a much 
greater extent but also upon direct advances from Government 
Departments. In the circumstances the importance of German 
banks as a source of industrial credit considerably declined 
in recent years.” Business credits tended to constitute an 
ever-decreasing proportion of the steadily mounting balance- 


¿+ sheet total. How remarkable this trend was is clearly 
brought out in the table given below * :— . 
mr Business Credits as per cent. of Balance-sheet Total 
j = | i938 1939 1M0 19% 
; Deutsche Bank 40.0 24.7 21.3 17.5 
a Dresdner Bank 38.8 361 22.4 221 
e f d Commerz Bank 43.6 20 4 29.7 19.9 
ra The German banks, having lost their normal profitable 


at! A gay fields of activity and - being deprived of their legitimate sources 





1 Money and Barking (1040-42) League of Nations, p. S 
, | a The Statist, July 4. 1042 C’War-time Banking in Germany, ) 
a> 4 The Statist (International Bankiig Section), November 25, IMZ. 
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For many years imme- ` 
diately preceding the outbreak of the War in 1939, — 
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“of inco some, were compelled not only to carry out extensive pro- 
grammes of rationalisation but also to- explore new and. con- 

ent _ spheres ‘of activity such as the financing of ‘* Aryanisa- — 
Sikio ion *” transactions. When in May, 1942, Dr. Funk announced — 
E NELA speech that certain modifications were heing made in- “the 
wate em of financing armament ofders, high hopes of a revival of 
1s iness with industry were raised in the hearts of the bankers. 
‘But the hopes that private banking would be able to grant 
industrial credits on a large scale were not realised. ' 


f 


iv 


mn —— of German Industrial — — * 


The close relationship of German banks to industry 
—— ‘from the very foundation of the industrial company. 
The banks lent their collaboration in founding almost every 
important company whether in the case of converting an already 
existing private enterprise into a jomtstock company or of exploit- 
ing an absolutely new invention. The procedure was usually as 
follows : The bank first called for full particulars about the 
industrial concerns‘and then found s6me authority, not of its own 
staff, to investigate. The German banks, contrary to general! 
belief, employed no staff of industrial experts. The expert was 
usually the director or manager of another industrial company 
connected with the bank. If, for example, it was a sugar factory, 
remarks Dr. Jeidels, the bank would ask one of its clients in the 
sugar industry for the favour of recommending somebody from 
his own staff." ‘‘ If the bank, after examination, decides to 
found the company it draws up the scheme of financing, 
pga ens ba amount and the type of capital to be issued Jand 
then in some cases itself takes a part of the shares into its security 
portfolio with the idea of issuing them at a later date.” In 
this way the founding bank became the issuing bank. 

The origin of this intimate connection between a bank and 
an industrial enterprise lay in the opening of a current account 
for the latter. This current account, it must be noted, is not 

- identical with the English cheque account. As Mr. Whale has 
pointed out, a current account relation in Germany ig,said to 


1 The Statist (International “Banking Section), November 27, 1943 ('' German | 

- ~ Banking in Total War `), p. 13.5 ` 4 

r 2 Discussions with Foreigw — — Indian Central Banking Enquiry 

"> ~~. Committee, Vol. IV; pp. 147,187. mon. #2 m3 

a Minutes of Evidence, Committee on Finance and Industry : (Memorandum on 
Backing by Dr, J. Goldpelinia), Vol, IT, p. 148, 
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"exist between the bank and its client ‘* when money claims arise 
on both sides and these claims are not settled individually but 
a -are treated as items in an account of which the balance is struc 
- periodically. Once this balance is determined, the several í di ebt: E 
on each side are «considered to be settled and there emerg TE 
their place one claim and ohe (equal) debt." Inte est R— 
Teokoned on both sides of the account. x] 
The current account credits, though generally for hore ‘rm 
only, were occasionally time credits and were granted — less | 
for long periods. Such long-term credits were generally ~ | 
paratory for future loans ; they represented in principle advance: >g ¢ m : 
future issues. Thus the German firms depended on peat curre rent * 
account advances not only for working capital purposes by lso 
= for extension and replacement of machinery in anticipat 
recourse to the investment market. These current a 
represented a large portion of the total assets of the banks and in 
1910 the total sum due on that account in the case of eight Berlin 
banks was about 41% of their entire assets.” No definite rules 
can be given as regards the collateral security, required for credits 
of this kind. Lit adits E erv oOlfen STantec vithout any 
hey were then based upon personal confidence 
in the efficiency and’ managerial ability of the businessmen as 
well as on the earning power of the concerns Such unsecured] 
credits were, indeed, considered best and safest by the German 
bankers and in 1929 ab pena 95% of the total debts of the 
principal Berlin banks.*. In the case of secured credits, the 
security demanded was small of an easily realisable character, 
such as stocks and bonds quoted on the stock exchange or stocks 
of commodities. Sometimes first mortgages were also ac cepted. 
The opening of the current account was the first link in the 
long chain of transactions between the banks and industry. The 
current account advances have been aptly characterised as the 
“ hinge *’ of crèdit relations with industry. From the moment 
the current account relation began, the bank closely followed the | 
interests of its client's business. If the bank found that its client 
= had the value it had attributed to him, it renewed and increased 
the credits from year to year. Credits at first short became. 
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1 P, Ð. Whale, Jointstock Banking in’ Germany, p. 37 
2 Banks and Industry in German, an article by S. G. Feodossief in th 


Magazine, June, 1980. 
3 Minutes of Ecidence, Commitieo on Finance and Industry, Vol. IM., p. 
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or ersi ata company, issue of bonds and shares, 
direc —3 tion, co-operation in _management—all closely 
| * lowed one after another. 
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r shares and bonds of industrial enterprises. ‘‘ The business of 
| issuing industrial securities is the keystone of the vast structure 
| of the industrial relations between banks and industry whose 
foundation is the current account business."*' When the bank 
in England gives its name-to a security, it assumes no respon- 
ened for it.” But in Germany the bank became responsible 
fort ture development of the securities which it had issued. 
It co ii not, shirk that responsibility without damage to its reputa- 
tion. In England the great bulk of the issues is made by the 
big banks, the name of the bank appearing on the prospectus. 
But that does not make the bank responsible for the issue. In 
the English system the banker is merely a receiver of subscrip- 
tions to issues but in Germany the making of an issue only re- 
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banker and industry. The banks in Germany could only introduce 
an issue by responsibly signing the prospectus along with the 
$ issuing company. hey were members of the Stock Exchange. 


-` © Tn applying for admission to its shares a bank had to submit a. 


) prospectus bearing its own signature which was subject to a close 
examination by the Stock Market Listing Committee. This 
committee was composed partly of representatives of Government 
departments and partly of representatives of banks and all 
departments of business life. The representatives of the intre- 
ducing bank, being interested parties, were usually excluded from 

the examination of the prospectus. 

NS ' This issue business was eagles carried out by what was 

called in Germany a ‘‘Syndicate'’ or ‘‘Konsortium,”’ comprising 

several jointstock banks and a —— of provincial banks. They 
made themselves responsible for the issue collectively and they 
= came together for that purpose into an association which was called 

- ‘a "Konsortium." Each member of the ‘‘Konsortium’’ had à 

, certain quota and was expected in the case ‘of the syndicate credit — 





_to advance a proportional amount. The majority of the short- 


term — advances evfere made by the banks — 33 
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- Banking collaboration to industry was lent by issuing the — 


presented one stage in the continuans relationship between the 
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while these ` aane — and 
“term. 1 One of the members of the banking syndicate pn 
— as the ** Leiter ° or Director of the common transaction. 
piP — were not divided among the members but remained in | 
—— custody. of the ‘‘Director’’ bank until they were sold out > th 
public.” The syndicate was gerierally formed for a certain. y eriod i 
Anr end on its termination the total profit or loss and any re mi — 
securities were shared among the members in proportion. te to t ws 
| participation which they had accepted in the issue. "he net 3 
= effect of the German banks working jointly i in syndicates was mug th 
the same as that of the English underwriting system. — | 
method of creating “Syndicates” not only tended to reduce th 
borne by a single bank by spreading it out among all the a 30- 
ciated banks but was also remarkable, as Dr. Goldschmidt | points 
out, in preventing one bank from granting credits unknown o 
the others. This acted as a financial brake « on the concern » lich 
_ would not otherwise be obtained.” ooz 
yee It will be difficult to realise without personal experience 
“what a feeling of intimate relationship and solidarity deve- — 
loped between the German banks and industry. This co-opera- 
tion was built upon the bedrock of a spirit of mutua 
confidence that has grown between them, a spirit that fa 
: outstripped ` the question of immediate gain and emanat 
from a genuine desire on the part of both to further industrial 
welfare as a whole. This feeling of solidarity and mutual con- 
~ fidence found its practical expression in the representation 
of the banks on the boards ¢ 
. he While the m naging directors of the banks are generally on 
the boards of the most important enterprises, the next ranks in 
> » the hierarchy, the managers, are often delegated to the boards 
of the smaller companies, while branch managers are nearly 
$ always to be found on the boards of the local companies in their 
—* districts.” In addition to the appointment-of Directors, 
the banks sometimes appointed one of their employees as Depart- 
mental Manager Becretary, Accountant*ef Engineer to the ne wly 
connected industry.* Not only did the members of the bank 
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5 i The Eéonomist, March 15, 1930, pp. 572-73. 

= #* P B. Whale, Jointetock Banking im Germany, pp. 45-46 

* s Minutes of Evidence, Committee on Finance and Ind: istry, Vol. II, p- 149 
E “at Dr. ‘Nimenyi's Memorandum, Isdian Central Pankiasg Maguire ft ooerit 


Vol. I (Written Fy dence), p. 292. 
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. a th e supervisory board of industrial enterprises, 
; ins of f indus ry were frequently invited to take seats on- 
the bi chtsrat. This exchange of representatives was an 
A. ‘importa: nt Tink between banks and industry. The bond between 
them was strengthened and t thereafter they were joined together 
= “ for better or worse.’ 
> ~It must be noted in this connection that the banker never 
we his advice on purely technica! or industrial questions but 
a Iways on financial matters. As a rule the industrialist was 
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_ responsible for the business and general management of the 


company and the banker was merely the adviser on financial 
questions. It was not in conformity with the spirit of the German 
Aufsichtsrat to go beyond that. In exceptional cases when the 

ial structure of the companies was impaired, the banker 
went beyond but always involuntarily. 

This exchange of representatives has often been described 
as an ‘‘interlocking of directorates.” But in view of the peculiar 
functions of the German Aufsichtsrat, such a description will 
not be quite correc}. Its functions.were not quite the same as 
those of an English Board of Directors. It did not possess 
any executive but only consultative and supervisory functions. | 
Tt determined in consultation with the managing directors the 
general policy of the company. Everyone of the members has- 
the right to demand information and carry out investigation.” 
From the members of the Aufsichtsrat were elected a Presidium 
and certain committees, such as the committee for credit _ 
business. A number of members of the Board and of these com- 
mittees were industrialists so that expert advice and special 
information about industrial matters could be — 
confidentially from them in the case of large credits. i 

The day-to-day work of the bank was done by the body of 
managers. ‘' The policy of the bank, the business of the bank 
and the representation of the bank are in the hands of the 
managers. e executive management consisted of ‘'person 
-responsible partners” who were responsible for the liabilities” 
the bank with their entire fortunes and of managing directors 
(members of the Vorstand) in banks organised as limited liability — 
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1 Risser, op. eil., pp. 366-67. r, 
2 Walter Leal, Banking, p. 159. P 
"j a P, Ð Whale, op. cit., p. 51. Also Minutes of Beidence, Committee on Finance 
and Industry, Vol, 11, pp. 167-68, . i 
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<a 
panies. These manager s had joint leadership. E ver * 


individual had to give his decision on great questions as to 
granting large credits and issues and other important things mn 
the case of important credits the approval of the Credit — 
mittee which met,from time to time “to discuss such credits was 
required. For small credits, the sole responsibility was assumed — 
by the partners or directors. But when they were in doubt, o or 
{ when they had to deal with important credits, i.e., those thi at 
4 re over a certain amount, the Aufsichtsrat was consulted, 
and the judgment of those members who were particularly exp BS erts — 
about the company applying for credits were sought. * 
management could always approach the Aufsichtsrat or invit — 
of its members for the purpose of consulting them and s 
their advice on important questions. — ; ae * 
From the data collected by Dr. Riesser we are able to form 
* Eaa idea of the extensive representation of the banks on the 
te rvisory councils of industrial concerns. The Deutsche, | 
J 






















„example, in 1911 had seats on the supervisory boards of 159 
AE companies, the Schaffhausen'scher Bankverein on those of 148, 
_ the Disconto on those of 148, the Darmstadter on those of 132, 
~ the Dresdner of 120 and the Berliner Handelsgesselschaft of 123.' 
ii 28 The position of the banker on the boards of several competing 
, i He was not incompatible with the independence of these concerns 
_ and the continuity of competition between them. This was due 
to the spirit of mutual confidence, ‘already referred to, between 
* F the banker and the industrial traders. ** It is the same,” as 
za Dr. Goldschmidt observes, ‘* when you visit the doctor. He will 
rat * never say anything about your illness to your friends. He knows 
ae ed well that he must keep your confidence.""? This position 
a. of the banker was very good for him as well as for the company, 
He could learn in the different companies the various methods, 
ideas and kinds of leadership. He could very usefully advise other 
on a nies and could very often Spee piers mees between — 





a 








were barter considered. ie — ies AVS Sey esta 
bankers and have a discussion with them over the scheme not 
Pa as an interested party but also from thie general economi 
— of view. 
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1 Riesser, op, cit, App. IV, pp. 897-920. 
3 Minutes of Evidence, Committee on Finance and Industry Vol. Il, 4 
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The membership of a large number of boards in this way 
ve the banker a broad view of industrial development and 
* — experience, so that he was generally the obvious man with 
- whom to discuss new financial trgnsactions and schemes of 
business organisation. ‘* His experience together with his 
capacity and advice proves a véry valuable asset for the boards 
of his companies particularly when he through his confidential 
personal relations has a general view over the situation of 
competing similar enterprises and can therefore judge and 
stimate the value of measures and schemes of general industrial 
olicy. 
= From the foregoing analysis of the technique of industrial 
banking in Germany, the following points emerge very clearly. 
be The banks granted short-term as well as long-term loans but the 
‘short-term deposits were used as a rule for the short-term loans. 
Credits for long periods whether for new or old establsihed 
concerns were generally raised by issuing shares and debentures 
and selling them to the investing public. ‘The issue of shares 
* was generally preferred for „permanent improvements. 
When capital was required for improvements of considerable 
duration but yet terminanting after the lapse of a certain time, 
the banks raised it by issuing bonds redeemable by amortisa- 
tion within a fixed period. These debenturé bonds _ were 
issued whenever comparatively long-term loans were 
required for an extension or renewal of machinery.’ The- 
banks might sometimes take up shares and debentures in the first 
instance and might often keep the purchased securities in their 
portfolios for some time before attempting their sale. But they 
did not generally hold them permanently and ultimately disposed 
of them among the public. Whatever might have been the case 
in the earlier period, permanent participation had never been 
their policy with regard to industrial enterprises in the recent 
3 times. Since the War of 1914 at least they had far less 
| capital locked up in industry than was the case in the days before 
| it. A careful perusal of the recent balance-sheets will show 
_ 7Ţ7 that short-term credits generally predominated. In fact there | 
o was a startling increase of the short-term loans of the Ger- 
* man banks in recent years—the increase being to a considerable 
—S— extent accomplished- at the expense of a decrease in long-term 
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e ONUN The German banker normally is as much 
2 relucant to tie up his funds permanently in — as any other 
banker anywhere else in the world. 


Diversified Activities of German Banks : 


A study of the annual reports and balance-sheets of the 
German banks clearly shows the diverse lines of business that 
i ey carried on. It seems incredible to one schoo'ed in the simple 

traditions of English deposit banking, how the banks were at all 
J able to carry on such various lines of business appearing to be 
extremely risky and speculative. The diversified activities of 
the German banks and their intimate alliances with trade and 
4 . industry involved them in heavy credit engagements as well as 
= in investments which did not often represent readily realisable 
= assets. The union of short-term banking with the provision of 
long-term capital has made them the target of severe criticisms. 
In some cases the banks undoubtedly incurred enormous 
losses. “But these were principally due to their own errors and 
= hazardous ventures. In granting credits the principle of 
= distribution of risks was generally disregarded in such cases. 
“When a bank gives too much credit to one industry or even to 
one branch of it and when that single industry or establishment 
goes wrong, the result is necessarily disastrous. Thus the 
Leipziger Bank and the Dresdner Kreditanstalt owed their 
failures to the extension of excessive credit to single companies. 
The misfortune of the Darmstadter und National Bank in 1931 
was similarly due to the collapse of its biggest borrower 
T ‘“Nordwolle."” The larger banks often suffered heavy losses in 
— connection with the development of some real estate companies, 
; af 







but their solvency could never be questioned. 


bes 
on at Generally speaking, the enormous amount of share capital 
bee and reserves of the big credit banks, the solidarity of interest 
* and the efficient control exercised by the authorities made it 
at almost impossible that they wou'd be shaken by any catastrophe. 
e have already pointed out that though they made both short 
x to : 
* + M. B. Northrop, Control Policies of the Reichsbank, pp. 116-18 
The short-term loans of the German banks increased from 19,608 million RM 


A from 


+ : in 1913 to 27.6026 million RM. in 1930; while the long-term investments leclirn 
w 6; million RAM. in 1913 to 15.824 million RM. in 1930, 
an 1789 B j 
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a, long loans, they did 
= deposits for the long-term 
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ot as a rule use their short- -term 
estments. They issued shares and 
debentures for the purpose of raising the long-term credits. Here 
also we find that their policy was never to hold willingly the 
securities permanently on their own account. Only a very small 
proportion of capital and reserves was emp‘oyed for this purpose. 
Through a skilful manAgement, this small proportion was 
invested, realised and re-invested in various shares. 

Besides, whenever the risks òf immobilising their funds 
appeared to be very great, they departed from their traditional 
methods of — and helped to establish subsidiary com- 
panies either in junction with industrialists or foreign 
capitalists. They often sought to provide relief by mediating 
loans from abroad, as during the vears after stabilisation, when 
industries were suffering from scarcity of long-term capital. In 
September, 1927, the Denteche Bank, with the assistance of 
Dillon Read & Cò., raised in New York a five-year loan of 25 
million dollars with the purpose of re-lending the proceeds to 
middle-sized industrial concerns in Germany for a similar term. 
Shortly afterwirds the Commérz-und-Privat Bank raised a 10- 
year loan of 20 million dollars through the Chase National Bank 
for the same purpose.’ 

The history of German banking has amply demonstrated 
that it is possible for banks to play a large part in industrial 
financing without immobilising their funds. It has been fr ankly 
recognised that ‘‘without the vigour and daring initiative of the 
banks the present proud edifice of German national economy 
could not have been erected in so short a time.” “It should 
never be forgotten,’ remarks Dr. Go'dschmidt, ** that Germany 
owes the great industrial development of the sixties, the nineties 
and the rat decade of this century in a large measure to what 
one may describe as the ‘entre reneur spirit’ in banking.” 
The same * entrepreneur spirit’ seh urgently called for after the 
first World War for the er ‘eat A rk of reconstruction and rehabili- 
tation of industry. The enti conormic situation was shattered 
by the War, capital was lost, consumer demand was lacking and 
the ER basis of industry was undersai ned the banks 
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P. D. Whale, op. cit., p. 272, 
2 Deutsche Ockonomist, quoted by Mr. Whale, op. cit., * 354. . 
3 Minutes of Reidence Committee on Finance ànd ae Vol, IT, p. ` 148. 
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generously responded to the call of industry and stood by it firmly a 


in the hour of its peril. Once again during the serious crisis 
which enveloped German industry during 1925-26, it was this 
same spirit which brought about its splendid recovery. 


Reasons for the System of ` Blending of Functions ' :- 


If the German banks *‘ lived under this system of the 
blending of functions and the confusion of risks,"’ it was neither 
because they preferred it to others nor because they considered 
it more suited to the aims of national ecomg@my. It was because 


they could not be otherwise. They were so to speak ‘* daughters 


» 





of necessity '''™—a product of numerous historieal circumstances. 
The German banking system was built up and organised as a 
Consequence of the general economic evolution of the country. 
The economic situation in Germany was different from that in 
England and other old capitalist countries. ) e 
process of industrialisation was spread over a pretty long time 
and there was a mass of dormant capital seej investment. 


ndus had mere ask for 1 ut in tk 

case O industrial revolution had Warched more 
rapidly than the formation of capita Before 1830 there was 
scarcely any trace of industrialisation in the country. It is from 
the middle of the 19th century that the first awakening of 
German industries may be witnessed. Changes were rapidly 
taking place about that time in Germany. The whole system 
of communication was revolutionised by the use of railways; 
several of her industrial branches were transformed and by 
means of the Zollverein, unification was achieved in the 
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economic territory. All this paved the way for the expansion 


of German industry and» gave a great impetus to large-scale 
production. The joint stock company is admirably suited for 
large-scale trade and industry and hence the rise of joint stock 
enterprise in Germany also datesfrom this period. 

i The rapid economic expansion created a new and enormous 
‘demand for capital and credits of all descriptions. The funds ol 


the general public were too meagre to meet this demand. KHven 


in the case af those who had the necessary funds, they were 


— 
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y Henry Hauser, Germany's Commercial Grip on the World, p. 09 
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= " nor ld they trust their finde. to those who had the necessary 
_ qualities. Hence there was place tor an agency which would 
secure the confidence of the public and use this confidence to 
their capital to sound channels in industrial investment. 
The existing financial organs were ill-adapted for that task. The 
banking system of the country consisted mainly of the small 
private banks, the note-issuing banks, the great bankers of the 
‘Rothschild type and some other banks of intermediate standing. 
= Industry’ could not expect assistance from any of them. The 
_ private bankers advanced funds neither for a long period nor on 
— a large scale. The resources of the note-issuing banks were 
unsuitable for long-term investments. The other great bankers 
f the Rothschild type stood aloof from struggling business con- 
erns and were engaged in financing Governments. There was 
us a serious gap in the financial system. The position and 
eans of the existing credit agencies were not at al! equal for 
1e growing needs of commerce and industry. The German 
dit banks stepped into this vacant place. 

The closes relations between banks and industry were an 
outcome of the peculiar conditions of the country. The banks 
were obliged to concentrate their activities almost wholly upon 
industry. They could not exert any influence upon agriculture 
because of the Landschaften. They were shut out from small 
* ading and commercial enterprises because of the rapid develop- 

| 1ent of the co-operative societies. If they had in the beginning 

devoted themselves solely to deposit operations, they would not 

have been able to carry on business. Germany in those days 

* consisted of poor States where moneys on deposit had little 

scope for circulafion. The banks, therefore, had to take upon 

themselves the task of financing the industries of the country. 
They were, so to speak, born as banks for industry. 
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NOTE 
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The German Credit Banks since end of World War II : 


E- The. Occupation Powers saw in the pre-war highly centralised | 
panig system of REN an undue concentration, of economic power 
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16y believed, had favoured the — of the Wai 

R: that would not have been possible for a decentr ‘a sy st 
PU Accordingly, the post-war reorganisation of the German ‘banking s; 
he as outlined in the Potsdam Agreement, envisaged the — 
central offices of the “ gross banken ”' as well as of the excessive « l 
= Which the bankirlg system used țo exercise over German — “The 
= first was to be achieved by the liquidation of the head offices of t 
F Big Six '' and the reorganisation of their branches on an — ne dent 
E 
If 
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= basis; and the second by severing sorhe of the close links bet 
: _ German banks and German industry by forbidding the banks tot 
-members of stock exchanges and to buy or sell stocks and shares « 
= - as agents for their customers." * — 
After the end of the War in 1945, the “‘ Berlin Big ‘Three, " th 

Deutsche, the Dresdner and the Commerz-und-Privat, — closed and 
their branches decentralised on a Land basis. Out of the three big b inks, 
= B0“ successor "' institutions were created, — of which had to look — 
i _ the credit needs of its own district. r ee . ` j 
y is intervention of the Occupation Powers in he — a A 
German banking has brought “about far-reaching chasges which are 
neither in the interests of the country’s economy nor in those of the 
banking system itself. . 

One of the most serious consequences of the splitting up of the 









once interrelated net work of branches is to be found in the fact that = 
_ the volume of business in the smaller Läender is much too thadequate 
Wo * “ 
_ for the sound functioning of the banks. Another is the impossibility of 


| achieving a necessary distribution of the credit risks, for a healthy — 
pa allocation of credits among widely diferent branches of business is not 
H . feasible under the unbalanced economic structure of the individual 
ve" _ Liiender.? 
3 In the special uncertain post-war situation, the German banks have 
i found it extremely difficult to obtain proper seeurities as a basis for their 
E loans or reliable information from their important customers. As a result 
=- some of the time-honoured precepts of cautious finance have had to be 








> 
1 “The Post War Reorganization of the German Banking System Art. by 
+H. A. Adler in Quarterly Journal of Economics, August, 1949, pp. 322-41 
2 Art. entitled “` The Structure of German Joint Stock Banks “| by H. J, Abs 


* 3 (German man of Reconstruction) in the Statist, Special Supplement, June 23, 1951, 
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CHAPTER III 
BRITISH BANKS AND THE FINANCING OF INDUSTRIES 


The intimate relaticnship between banks and industry which 


AER: ) 


was found in the preceding chapter to be characteristic of the- 


Continental banking system is unknown in England. The 
British banks consider that their proper function lies in the 
provision of current finance for industry. Short loans in the 
form of an overdraft or in the form of a separate loan account 
have been readily granted by them. But it has never been their 
policy to furnish the permanent funds required by industries for 
capital expenditure. They finance the purchase of raw materials 
and finished goods but they will not provide the furds for the 
purchase of plant and machinery. They are, as a rule, reluctant 
to lock up their funds in loans to industrial companies against 
debentures or real estate. mortgages. Throughout their whole 
history it has been the considered practice of British bankers to 
preserve scrupulously their functions qua bankers and to shun 
active participation in industrial control and management, 

As the Committee on Finance and Industry have observed, 
British industry in the beginning of its growth had no reason 
to look forward to banking assistance. In those days, industry 
Was carried on a comparatively small scale and on a family basis. 
Capital for industry was mainly furnished out of private resources 
and profits were employed to bud and expand it. In so far as 
it required banking facilities it Tound them from the family banks 
Which had their headquarters in the provinces where the new 
industries flourished. Besides, there had existed in the country 
for many years a large class of investors with money to invest 
who were not entirely dependent upon banks for the selection 
of their investments but who exercised an independent judgment 
as to what to invest in." These made it unnecessary for Eng'ish 
banks to embark upon industrial ventures like their German 
rivals. It may be recalled that in Germany and other countries 
of the Continent the only institutions in a position to satisfy the 
long-term financial needs of industry were the banks. But in 


à Report of the Committee on Finance and Industry, 1931, cmd 
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Eng and the case Was different. When the English joint stock 


banks developed in the middle of the last century, they were 
= not the only financial bodies. A capital market had already been 


in existence and its machinery had been developed more and 
= more in the course of the following years. Supplies from the 

English capital market had not.to provide the fixed capital 
required for industry simply because there were ample opportuni- 


be 


ties for obtaining it elsewhére. Thus the English banks came 
` to be confined to performing the functions of pure deposit banks 
~ and left a good deal of other business performed ordinarily by 
Continental banks to specialist institutions in the capital market. 
z De osit banking, unlike Germany, became segregated from 
f iment banking. The industries in England are not only 
not dependent upon the banks but tħey look upon any interference 
from them as a disgrace and a sign of potential insolvency. In 
Germany, on the other hand, a high degree of contro! was often 
exercised by the banks over the associated industries. In fact, 
this control was bound up with and largely a sequence of the 
assistance afforded by them. In England such interference and 
control by the banks would never have been tolerated. 

The very constitution of: the English banks—the system 
under which they work—has_ kept them generally aloof 
from industrial financing. They are not at all adapted 
for that kind of business. The whole system. is based 
upon deposits repayable on demand or at short date. 
The duration of English bank loans has, therefore, to be 
necessarily short. In Germany and indeed in the Continent the 
cheque system ‘was not so developed as in Eng'and. The ‘banks 
there were not faced like their English confrères with a large 

ù amount of their deposits being repavable at a moment’s notice. 
The English banks, again, worked with a far smaller amount of 
‘share capital and reserves than the Continental banks. The 
paid up capital and reserves of the German banks, for example, 
were 45%, of their liabilities at one time: and on the same date 
the proportion in England was 9% and later even 7%." These 

~ were funds which were at their own disposal and not anat-all subject 
~+ to cal's by depositors. The Continental banks, having, less 
deposits at call and working with larger resources of their own, 

were able to extend their trading and industrial ventures 
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without serious risk to the depositors. With enormous liabilities 
at call and short notice, the watchword with the English banks 
has been safety and liquidity and as a rule they will not engage 
in any transactions involving a * lock-up of their resources. — 
They have to invest their funds, generally speaking, in first class a 
bills having a maturity of not more than three months and in — 

gilt-edged securities. They cannot justifiably and with safety tie 
up their resources in ventures which, however promising, are 4 
untried, untested and, therefore, speculative. There is another 
point which should also be noted as presenting a contrast to the d 

German practice. The English banks consider investment 
banking so far outside their province that they will even repudi: ie 









But in the case of Gannaty the general public invested 
through their banks, and there was no chance of issues be 
- ` successful unless backed by the name of one or other of the 
= leading credit or private banks which also accepted responsibility 
for their issues.' 


The Issue Houses and other Sections of the English Capital 
Market : e, 


The issue houses or merchant bankers are an important 
“section of the English capital market. But they are directly — 
` associated with British industries only to an insignificant extent. 

Their chief connections are with Foreign and Colonial Govern- * 
ments and municipalities. They are more interested in govern- 
mental and quasi-governmental loans than in industrial flotations 
and in overseas rather than in internal issues.* So far as thé 
provision of long-term capital at home is concerned, they prefer 
to deal with municipalities and fight shy of ordinary hom 
industrial propositions. Many ventures with excellent prospects 
have been laid before them only to be rejecte@.” So far as they 
assist British industries at all, they confine their support only to 
the largest concerns, that is, to those bodies which probably 
require their help in the least. But, as Prof. Clay has rightly 


~~ @ 


t The Economist, 16th January, 1990. 


2 Cf. Prof. H. Clay, © Their experience and association make them on the. whole 
T more interested in new issues of capital for overseas clients rather than the diversion of 
the flow to the industrial provinces of England "—Lect. IV, ‘' Some Aspects of the 
* World Depression,’' Journal of the Institute of Bakers, —— 1932. 
>" 3 F. Lavington, The English Capital Market. 
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| bse rved, the great majority of the firms are small and medium 
sized concerns, so that, for the greater part of British industry, 
the services of the issue houses are not available. Besides, most 
_ Of the issue houses are at the same time accepting houses. In 
l the interests of their acceptance business, they have to keep 
= their assets in a highly liquid foym. It is never possible for them 
to “nurse” an issue. They cannot afford to make an issue 
which ewill not go off but will be left in their hands;'and, there- 
_ fore, whatever they take, is taken with the expectation of dispos- 
ing of it as quickly as possible." 
| For all these reasons, it has been urged that the utility of 
t the issue houses to British industry is not very great.* For a 
= long time there has been a wide-spread feeling that if they were 
to give more attention to British home industries and the 
marketing of their securities, the latter would be highly benefited 
as an adequate supply of capital on reasonable terms would then 
be assured for them.” During the last depression when the 
financial needs of industry were all the greater, their scope, it 
was urged, was far more restricted. In consequence of rational- 
isation British industry also needed to obtain in the long-period 
capital market a considerable amount of capital. The issue 
houses, Prof. Gregory rightly observed, with their international 
obligations, could hardly be expected to satisfy the growing needs 
of British industry for this long-term capital.‘ But in the years | 
after the last great depression, a new development may. be 
«observed in the policies of the merchant bankers. They had been 
fighting a defensive battle ever since the economic convulsions of 
the 1914 War and its aftermath’ shook the very foundations of 
the world in which they lived and thrived: When during the 
moratoria of 1931, the bulk of their foreign short-term credits 
became practically frozen, they inevitably turned to the domestic 
field to seek some compensation for the loss of their traditional 
business in the overseas markets and began ‘‘ to forge valuable 
financial links’ with industrial groups within the country." 
This ** rapproachement '' between merchant bankers and British 
=" home industries has been a very interesting phenomenon which is 


. ! Henry Clay, ** Some Aspects of the World Depression “‘—Lect. IV, Journal of 
the Institute of Bankers, February, 1932, p. 97. 
= Parker Willis and B, H. Beckhart. Foreign Banking Systems, p. 1230, 
* H. 8, Foxwell. Papers on Current Finance, pp. 128-29. * 
_* Minutes of Evidence, Committee on Finance and Industry, Vol. II, p. 293 
- 5 The Economist, April 6, 1940, pp. 622-28. ; 






e & 
© = S (2 
ji 
TUC . eh 8 tae, it A i A pA, 








BRITISH BANKS AND THE FINANCING OF INDUSTRIES 33 







full of promise for the future. But it should be noticed at the — 
same time that this entry of the merchant banks into the sphere y3 
of industrial banking has not amounted to much in absolutej| , 
terms. A study of the balance-sheets recently published by thesq } 
banks does not indicate any appreciable increase of their activity 
in this direction. But the very*fact that such participation has | 
taken place at all is very important and promises a useful line 
of development along which they might seek salvation and escape 
from the difficult situation into which economic controls and — 
decline of international trade have driven them.’ By the very — 
nature of their resources and the longer-term character of their — 
deposits they are certainly more fitted than the joint stock ba 
to cultivate such intimate relationships with industry. a 
Besides the issue houses, the company promoters, investm nt JJ 
trusts, financial companies and insurance companies are 
important sections of the capital market which play an active 
part in industrial financing. But it must be frankly recognised 
that these finance houses and investment trust companies have 
neither the standing nor the yesources which may enable them to 
approach near enough to the activities of the Continental banks 
in the sphere of industrial financing. They have no permanent 
interest in the welfare of their industrial customers. In this, 
connection the ill-fated transaction of the Austin Friars Trust, 
“the ‘‘ United Steel,’ may very profitably be compared with the 
flotation of the ‘‘ Vereinigte Stahlwerks "' backed by all the 
leading banks in Germany.* As regards the facilities offered by 
the company promoter they are a mere makeshift and highly 
inadequate. ‘* His methods of operation contain within them- 
selves strong tendencies to overvaluation and heavy marketing 
costs.’ When a new company is floated by a promoter, he is 
primarily eoncerned with the ultimate success of the issue and 
not with the ultimate earning power of the venture. His interest 
is focussed on the price at which he buys from the vendors and 


at which he sells to the public.” 












Committee on Financial Facilities for Trade : 


Ever since the first Great War, a feeling had been growing in 
England that all was not well with her financial system—that 
’ 


t The Economist, Banking Supplement, September 20, 1941, p. 5, 
4 The Economist, March 1, 1950, p. 450, 
> F. Lavington, The English Capital Market, p. 218. 
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be re Wi se rious — it. The British banks; as they were 
cons itute could not furnish the means whereby industries could © 
| eff ect — necessary extensions and reorganisations, and there 
w hardly any institution which cowd provide these long-term 
spacial. facilities. . 
E, The need of rehabilitating British industries after the Great 
War accentuated the feeling an important Committee of the 
Board of Trade was appoin ‘in 1916 with Lord Faringdon in 
the Chair to investigate the question of financial facilities: for 
British industries and the part played by the British banks in 
their provision. The Committee observed in their Report (signed 
Angust 31, 1916) that the British banks afforded liberal accommo- 
dation to the home producer and the bankers were not shy in 
making advances on the strength of their customers’ known 
ability and integrity and the charges for accommodation were 
- often lower than the corresponding charges in foreiyn countries.’ 
+ But they frankly recognised that British manufacturers might 
often be in need of finance of a kind which the joint stock banks 
with their peculiar liabilities could not prudently provide. 
. Hence the Committee concluded, ** There is ample room for an 
institution which, while not interfering unduly with the 
ordinary business done by British joint stock banks, by Colonial 
banks, etc., would be able to assist British industries in a manner = 
2 that is not possible under existing conditions * and they recom- 
_ mended the formation of a new bank to fill the gap. Such an 
institution, it was believed, would assist British industry and 
| manufactures in a variety of ways. It would take a leading part, 
+ in the inception of transactions and assist in connection with 
⁊ the machinery of overseas business; it would provide the neces- 
4 _ sary finances for extensions of existing plant and amalgamation 
= or co-ordination of existing works so as to reduce cost of pro- 
_ duction; it would assist these works to obtain orders abroad and 
_m@ive them reasonable financial facilities for executing these. 
- But both in connection with enlargement of works and financing 
of contracts, assistance should be forthcoming’ when a ‘ lock-up ' 
-~ of capital for an indefinite period was not involved. In the case 
of*young men with some little means of their own,” it would, 
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longer credits than had been customary with existing banks.’ i 


as outlined in para. 24 of the Report, were to be as follows :— 
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after careful examination of credentials, also grant larger and 


A concrete scheme for the new institution was put forward ‘a 
by the Committee. Tt was to be called the British Trade Bank — 
and to be constituted under Royal Charter. Its chief features, _ 


10,000,000, the first issue _ 







(1) It should have a capital of p 
being from £2,500,000 to £5,000,000, upon which in the first 
instance only a small amount should be paid up but which should 
all be called up within a reasonable fime. A further issue should 
be made afterwards, if possible, at a premium. 4 


, (2) It should not accept deposits at call or short notice. $ — 


(3) It should only open current accounts for parties w 
were proposing to make use of the overseas facilities which it 
would afford. 


(4) It should have a foreign exchange department where 
special facilities might be afforded for dealing with bills in 
foreign currency. ` | 


(5) It should open a credit — for the issue of" 2 
credits to parties at home and abr 


~ (6) Tt should enter into — agency arrangements with 
existing Colonial or British Foreign Banks, whenever they 
would be concluded upon reasonable terms. 


(7) It should be equipped with an up-to-date Information = 
Department, which might properly be called a Bureau d'Etudes. 
Ti would not necessarily deal with schemes in which the institu- - 
tion proposed to take financial interests but it might be made a 
centre for investigation of projects on behalf of others. ‘‘ One 
of the chief objects of the Bureau would be the organisation and A 
keeping up-to-date of returns as to the status of firms abroad.” 
Tt should obtain the earliest information from abroad about new 
business openings, large contracts offering, State and other loan 
and issue proposals... Tt would also have to undertake the 
examination of industrial projects, availing itself in this connec- 
tion of the services of the eminent consulting engineers, consult- 


ing chemists, etc.’ 





t Roport of the Roard of Trade Committee on Financial Facitit'es for Trade, 1914 


paras. K. &. 1 and 17. 
2 Jbid., para. 10. 
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= (8) It should endeavour not to interfere in any business for 
which existing banks and banking houses provided facilities and 
it should try to promote working transactions on joint account 
with other banks and should invite other banks to submit to it 
new transactions, which, owing to length of stime, magnitude or 
other reasons, they were not prépared to undertake alone. ba 

(9) Where desirable, it should co-operate with the mer- 
chant and manufacturer and possibly accept risks upon joint 
account. 

(10) It should become a centre for syndicate operations, 
availing itself of the special knowledge which it would possess 
through its Information Bureau. 

(11) It should receive Government recognition as much as 
possible without coming under Government control. 

If financial assistance were given by the Government to 
undertakings in connection with what were known as ‘‘ key ’’ 
. industries," tbe business should, if possible, be done through the. 
medium of the Institution, and it should be appointed an agent 
for carrying through foreign, commercial and financial transac- 
tions in which the Government might be interested.’ 

In the financial operations of the Institution the desirabil- 
ity of assisting British trade and of placing with British manu- 
facturers orders in connection with new undertakings was to be 
always borne in mind.’ 

>» 


The British Trade Corporation : 


The British Trade Corporation was the outcome of these 
recommendations of the Committee. It was established in 
April, 1917, with a Royal Charter with a capital of £2 mi'lions 
and an influential board of directors under the governorship of 
Lord Faringdon, According to its charter of incorporation, it 
was established for a term of 60 years for the purpose of carrying 
on the business of trading and banking in any part of the world. 

A considerable misapprehension seems to prevail about the 
functions which the British Trade Corporation was to perform 
in relation to British industries. It has been frequently viewed 
as the first institution to be formed in England with the object 


i: 1 Report of the Board of Trade Committee on Financial Facilities for Trade, 
para. 18. i 
* Ibid., pera. 22. 
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of providing long-term credits and technical advice to British 
industry through a body of experts, standing in almost the same 
relations to national industries as the German banks do in 
Germany. But such a view misunderstands not only the rela- 
tions of the German banks “to industry but also the functions 
that the Institution was desired, to perform in the industrial | 
field. The German banks neither employed a staff of experts to 
examine business propositions nor did they generally furnish 
anything but financial advice to industries." In ordinary 
circumstances advice in technical matters was considered to be 
outside their sphere. A careful perusal of the Faringdon Com- 
mittee’s Report gives one the impression that the Corporation 
was designed with the primary object of stimulating the export 
trade of the country rather than the development of home indus- F 
tries. The anxiety to forestall the enemy countries in any 
possible attempt to regain their lost position in the world of | 
commerce and also to recapture from them, if possible, the 
Overseas markets for the purpose of British trade, was mainly — 
responsible for the formation of the Institution. As | 
the provision of long-dated capital, it may be* recalled that the ie 
Committee were desirous to avoid a ** lock-up ° of capital for an i 
indefinite period even for the necessary enlargement of firms. 
The subsequent history of the Corporation also shows that it 
made it its concern to provide financial accommodation to 
merchants and traders to execute their contracts with foreign : 
countries rather than to home industries to effect their exten- 
sions and reorganisations. At the first annual meeting held on 
3lst January, 1918, its Governor also expressed a genuine desire | 
to ussist the export trade of the country by providing financial 
assistance as far as the means of the Corporation would permit. 
The Corporation, he observed, would be particularly anxious to 
furnish the commercial community with information that might 
not be readily available from other sources; and it was further 
hoped that, when business would revive, it might be made the 
pivot upon which important syndicates for great industrial 
developments at home and abroad might revolve. Several of 
the jointstock banks carrying on business at home and abroad 
were among its shareholders and the Governor trusted that the 
scheme of co-operation which made the German banks so great 








t Sec Discussions with Foreign Experts—Indian Central Banking Enquiry Com- 
mittes, Vol, IV, pp. 147, 287. 
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a] power in the past would be followed here also. But the ven- 






did not fulfil expectations. From the information which 


: is available, it does not appear that the Corporation rendered 


any substantial assistance to home industries. Tts history was 

singularly unhappy and although it was — to have con- 

siderable prospects, it ended in a failure. did not help Bri- 

tish _ to any appreciable extent to tide over its diffi- 
1 


culti 


The Corporation failed to achieve its original objects. The 
purposes which were adhered to appear to be as follows * :— 


(1) Provision of overseas banking facilities where British 


institutions were not active 


(2) Encouragement of the export trade directly by a closer 
union of banking and commerce than was common in England, 
as for — by wedding a banking company to its trading 
affiliates >) 


(3) Entry into trading fields formerly held by the enemy 
to secure the same for British manufacture. 


To achieve» these purposes- the following subsidiary com- 


. panies were organised: (1) The Anglo-Brazilian Commerce and 


Agency Co., (2) The Portuguese Trade Corporation (1918), and 
(3) The Levant Company. But all these ventures proved to be 
unfortunate investments and the sums invested in them had to 
be written off." The disordered state of European trade and 
finance that had followed in the wake of the War seriously 
interfered with its business. The subsequent post-war slump 
dealt. it a heavy blow. Losses were considerable and its eapital 


of £2,000,000 had to be reduced by one-half. The Corpora- 


tion was exceedingly unfortunate. As Dr. Robinson has 
observed, ** Its knuckles were- rapped whenever its interests 
extended in overseas areas for the reason that the dramatic ups 
and downs of world business and the running sores of European 


' politics could not be anticipated at the time when its far-reach- 


ing programmerwas undertaken to meet an existing need.” 
hits 


+ See Evidence of Mr. Beaumont Pease, Chairman of the Lioyds Bank.—Committes 
on Finance and Twiusiry. Minutes of Evidence, Vol. I, p. 194. 

3 L. R./ Robinson, Foreign Credit Facilities in the United Kingdom, 1923, 
pr. 61-52. 

3 The only successful venture appeare to be the Trade Indemnity — founded 
in March, 1918. Its stock was held for the most part by the Corporation and it subse- 
qr © be more important than the parent company. 

tobinson, op. cit., pp. 58-59. 
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Dr. Walter Leaf, writing a few years later, in 1926, re- 
marked with reference to the Corporation that after several - 
years of experience it could hardly be claimed that the opera- 
tions of the Company had been so successful as to show that 
there was a real, need of it.'| In the same year the British 
Trade Corporation and the Anglo-Austrian Bank were amal- 
gamated together into a new company under the name, of the 
Anglo-International Bank. The new bank was regis 
a nominal capital of £2,000,000; the paid-up capital was _ 
£1,960,000, of which 6,10,000 shares and 7,50,000 shares of 
£1 each were issued to the shareholders of the Anglo-Austrian HI 
Bank and the British Trade ‘Corporation respectively." But _ 
the new Bank could pardi be expected to fulfil the high aim — 





viz., “the setting up of a new tradition in the financing — 
British trade and industry.” That experiment finijply failed.” 


Balfour Committee on Trade and Industry : 


The increased acuteness of ‘international competition for = 
overseas markets during the post-war years again brought toa 2 
head this question of long-term financial facilities for British 
industry. Some complaints were made before the Balfour  ž 
Committee on Trade and Industry that adequate means for 
financing long-term credits were not available for British busi- 
ness. It was pointed out that in consequence of the practice of 
the Continental banks to ally themselves closely with industrial 
enterprise and to arrange long-period credits, British manu- 
facturers of certain classes of capital goods were sorely handi-` 
capped owing to the absence of any means for financing long- 
term credits in respect of their export. Like the Financial 
Facilities Committee, the Balfour Committee concluded that 
though the trend of evidence was that there was no lack of loan- 
able capital available for the use of British industry at moderate 
rates of interest and on reasonable security, yet it appeared, 
from certain complaints made as to the inadequacy of long-term 


financial facilities that, there was a ‘“‘ gap in the machinery 
available for thé financing of industry,’’ and they recognised 
i Walter Leaf, Banking, p. 163. 


2 The Bankers’ Magarine, 1926, p- 545. 
3 The Economist, September 4, 1926, p. 352, 
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H. that there was a great demand that this existing gap in the 
financial arrangements should be filled.' | 


Committee on Finance and Industry : 


was passing through difficult years of industrial stagnation and 
acute unemployment, the old question of the provision of long- 
along with it, the question of the adequacy of banking assistance 
to industry was also brought to the foreground. ‘The charge was 
made against British banks that their policy of holding back 
= advice and financial support was sorely impending the rationalisa- 

“of tion and reorganisation of British industry. There was an 

undercurrent of feeling that the banking system was highly un- 
satisfactory in its industrial loans policy and t complaint was 

` that it was not adequately ministering to the needs of industry. 

he British basic industries, viz., cotton, wool, coal, iron and 

steel, it was pointed out, were faced with serious difficulties as 

_- never before, and the question of a reorganisation or amendment 

= of British banking practice as regards industrial financing was 
- canvassed in many quarters. 

. The feeling was so widespread that it engaged the atten- 
tion of the Government of the day. An important Committee 
was appointed in 1929 by the Chancellor of the Exchequer which 
was to investigate among other things the whole question of 
the relation between British banks and industry. ‘The Coni- 
mittee known as the Committee on Finance and Industry had 
the benefit of having the Rt. Hon’ble H. P. Macmillan as its 

. Chairman and included in its personne] the eminent economists 
and business men of the day. 


British Banks and their Increasing Interest in Industry during 
1922-1930 





A year later, in the course of a much-discussed’ speech to 

the Manchester Chamber of Commerce, Mr. J. H. Thomas, 

then the Lord Privy Seal, announced that the Government had 

arranged with the banks that help should be given to industries 

s which were prepared for reorganisation and modernisation. 
; | i l a: ) 






art of the Committee on Industry and Trade, 1929, pp. 47-49. 





Once again in the peak of, the world crisis when England ~ 


term financial facilities for British industry was revived, and 
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‘The City," said he, “ is deeply interested in placing industry 
a broad and sound basis and is ready to support any plans — 
that in its opinion lead to this end. Industries which propose — 
schemes conforming, in the opinion of those advising the City, | 
to this requirement will receive the most sympathetic con- 
sideration and the co-operation! of the City in working out 
plans and finding the necessary finance.""* It was, in effect, 
an open invitation on behalf of the City to business and whe 
industry to ‘come forward with real schemes of reorganisation pe 
and an intimation that the whole forces of British finance. 
were for the first time prepared to stand behind industry in- 
forward move. The statement made by the Lord ie Se: * f 
was of great significance, inasmuch as he said it was ma de 
with tbe authority and knowledge of the City. For, did it not 
indicate that the British bankers were thinking of making a 
departure from “the traditions of British banking practice in 
their contemplation fo provide relatively long credits to indus- 
tries? Indeed even before the historic pronouncement of Mr. 
Thomas was made, the banks of England during the preceding ten 
difficult years had not been entirely indifferent to the interests 
of industry. In several cases they had large commitments in ¥ 
a number of industrial concerns. As a matter of fact they had 
not maintained the same attitude of aloofness from industries 
in the post-war as in the pre-war days, and had considerably 
relaxed the conservative codes of commercial banking practi 
to which they were wedded. As Mr. Joseph Sykes has re- 
marked, ‘‘ The sharply crystallised Engligh pre-war practice of 
making only short-term loans has perforce been modified by the 
exigencies of the specific incidence of post-war depression on 
_ certain industries.’’? . In the case of many industries, especially 
cotton, wool, iron, shipbuilding and engineering the banks © 
found, after the collapse of 1920-21, that many of the loans 
which they had granted on the basis of early repayment were 
‘frozen "' for a comparatively long period. The banks were 
compelled to make further advances in order to safeguard the 
loans they had made previously. In an important paper read 
before the Royal Statistical Society, Mr. H. W. Macrosty also 
pointed out how this departure from the normal practice of 
only short-period lending on the part of the banks was the out- 










i Mr. Thomas's Manchester speech, 10th January, 1990. 
z Joseph Sykes, The Present Position of English Jointatock Banking, p. 144, 
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some of post-war conditions. After the colla of trade and , 
during at least the greater part of the depression, there was no 
restriction of credit by the banks either in the, United Kingdom 
or in the United States. When priges began to fall, the banks 
found it necessary to ‘ carry their debtors ` in order to prevent 
me * an even more hideous collapse*than what had happened.’ As 


â ` k 


FJ Alr. S. E. Thomas has observed in a recent work, “ The Bri- 





=` tish banks...... ... for some years responded liberally to the 
< demands made upon them and afforded an unprecedented degree 
of financial assistance to industry.....-.----. vast sums were ad- 


vanced by the banks in the hope that the help so given would 
enable concerns in which they were interested to keep going 
~ = « > * 

_ until an improvement took place in the general economic posi- 


* tion of the country..........-. Indeed they had no choice in the 
matter.” Many instances may be given where the banks 
had not at all been unsympathetic to the ills of industry or un- 
„responsive to its needs. They had not only made extended 

~~ loans to the suffering industries, Joans in many cases with no 


certainty of eventual repayment, „but in some cases they had 

been obliged to take in hand the financial reconstruction of 
enterprises and make considerable monetary sacrifices by re- 
ducing their full claims. “Indeed as Sir Arthur Salter has 
pointed out, “ In Great Britain where the principle of avoid- 

ing long-term investments has been most insisted upon, the 
grant of renewable short-term credits to industries which have 

~ used them for more than genuine working capital purposes and 
could not repay them has at once frozen a substantial part of 

‘the nominally liquid assets of the banks and given them against 

l their will the legal power of control over a large part of 
industry. "° In many cases the reconstruction and rationalisa-. 
tion schemes in connection with certain industries were made 
possible by the action of the jointstock banks. There was a 
definite effort on their part to overcome the difficulties which 

* faced industries suffering from prolonged depression in obtain- 
er" ing additonal capital for carrying through reorganisation 
schemes. Mr. Holland Martin in the course of his Presi- 








Quoted by The Economist, December 25, 1926, p. 1117, ; 

8. E. Thomas, Pritish Banks and the Finance of Industry, p. 141. 
A. Salter, Recovery, p. 96. 

The Times, Trade and Engineering Suppleme 
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dential pains before thé Institute of Bankers in 1931 gave 
eloquent testimony to the important part played by some 
British banks in the recent reorganisation of industry and — | 
referred to it as “ nursing back to health ** a number of ailing 5 
concerns. . i — 
As regards the cotton induſtry, it was pointed out by Mr. 
S. S. Hammersley in the course of a speech before the House 
of Commons in December, 1927, that there were 200 cotton 
mills in the hands of the banks. They had lent something like 
£15 mi'lions to these concerns and a large portion of this 
money was unsecured." In the course of a paper read before — 
the Royal Statistical Society, Prof. Daniels and Mr. Jewkes — 
also pointed out that the banks played an important part in __ 
financing a large proportion of the refloated companies in the 
Lancashire cotton industry. The reflotation of 129 companiés 
was largely financed by overdrafts and loans.” — 
The coal, iron and steel industries were not neglected and — 
in some reorganisation schemes the banks took a leading part. — 
The fusions between Dorman Long and Bolekow Vaugh 
hetween Guest Keen and Nettleford and Baldwins were due to — 
the action of the jointstock banks. The formation of the Steel — 
Industries of Great Britain, Ltd., and of the English Steel. 
Corporation also wou'd not have been possible without their 
help.’ A perusal of the annual speeches of the bank chairmen 
during the period under review will also bring’ but the fact that 
the financial stake of British banks in industries was not small. 
In the course of one such speech the Chairman of the Lloyds 
Bank stated that his bank granted new loans to the amount of- 
£44 millions to 32 different industries between June, 1924 and 
June. 1925.* The analysis which Mr. McKenna gave of the 
Midland Bank's percentage distribution of advances in 1928 
















1 Speech of Mr. ©. &. Hammerstey, 19th December, 1927—Parliamentary 
Debates, Vol. 12, pp. 87-59, 


232 “The Post-War Depression in the Lancashire Cotton Industry "Journal oj 
the Royal Statistical Society, Vol. XCI, 1928. pp. 176-79. 
January, 1921 £ 
Loans =e oA 17.058 .700 
Bank overdrafts —y — 5.413.500 
Debentures X ve 1,200,600 


23 570,800 
3 & E. Thomas, British Banks and the Finance of Industry, p. 143. 
4 Speech of the Chairman at the Annual Meeting, 1926. 
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industry. 69% of its advances went to trade and industry 
= while 1639 only went to insurance, finance and stock ex- 
change.’ The leading bankers of the country in the course of 
their evidence before the Macmillan Committee also pointed 
out the large extent to which they had extended their assistance 
_ to British industry; and that in many cases such assistance 
was not of the character. of temporary accommodation. Mr. 

F. C. Goodenough, Chairman of the Barclays Bank, admitted 
E that many of the loans to the cotton industry were not liquid.’ 
y The power of the hank, he observed, had been strained in help- 
ing industries. Mr. Frederick Hyde, Managing Director of the 
Midland Bank, stated that the loans to the cotton industry con- 
tinued much longer than they were intended when they had 
first started. The same thing happened with the shipbuilding 
“and steel industries, though-on a much smaller scale.” Mr. 
= J. W. Beaumont Pease, Chairman of the Lloyds Bank, re- 
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indicated the amount of assistance rendered by ‘the bank to 


marked that the bank had some loans tied up in the heavy — 


industries at the time. In shipping and shipbuilding the 
percentage of the bank's total advances was 2.49%. In the 
iron and steel industry also there was a small proportion of 
. frozen loans. The bank assisted in a number of reorganisation 
schemes for industry and as a result had to do many things 
which according to banking principles it would never have done 
de novo. In ‘seme cases it even became an actual shareholder. 
In one instance the bank agreed to accept, in place of its debt 
which was covered by the debentures, half in income-debenture 
„stock and half in preference shares. The large holding of pre- 
ference shares turned the bank into a shareholder in the concern 
to that extent.* 

Not to speak of the jointstock banks, even the Bank of 
England grew alive to the needs of the sorely stricken 
British industries. As Sir Ernest Musgrave Harvey, the Deputy 
Governor of the Bank, observed in the course of his evidence 
before the Macmillan Committee, ** For a long time past the 
Bank has been trying to discharge its part, as a special opera- 
tion in these ‘difficult times, to assist industry.” Various 


Speech of Mr. McKenna at the Annusl Meeting, 1929, 

; Minutes of Evidence, Committee on Finance and Industry, Vol. I, p. 39. 

-3 Tbid., p. 68. { 

Minutes of Evidence, Committee on Finance and Industry, Vol. I, pp, 181-82, 
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industries approached the Bank through different channels and Y 
in many instances she freely gave the aid and advice which were 
sought from her. Indeed the association of the country’s 4 
Central Bank with oertain schemes of industrial reorganisation — 
was unprecedented in the banking history of England and was 
assuredly an extension of her fynctions which requires careful 

consideration. The Lancashire Cotton Corporation, an ambi- — 
tious scheme for bringing about reorganisation in the American — 
section of the Lancashire cotton industry, was the outcome of — 
the initiative of the Governor of the Bank of England and had- 
the direct financial support of the Bank. The part played by 
the Bank of England in particular and by the banks in general — 
who were the largest creditors in bringing the scheme within _ 
the realms of practicability was very important. In fact the 
preliminary investigations could not have been brought toa | 
successful completion without the advice and help afforded by 
the Central Bank." Coming to individual concerns, the Bank; 
rendered unselfish assistance to the armament firm of Arm- 

strong & Co., Ltd., and the steel firm of Wiliam Boardman ii 
& Co., Ltd., in their reorganisation schemes.* The Bank of 
England had its own technical advisers, there were representa- 
tives of the companies, there were representatives of the banks 
interested, and a scheme was devised as the result of, discussions 
among all these. 











The Securities Management Trust (1929): 


Towards the close of 1929, the Bank of England formed a 
subsidiary company, called the Securities Management Trust, 
the entire capital in which was held by the Bank. ‘The prin- 
cipal object of the Trust was to assist the process of rationalisa- 
tion and reconstruction in industry. As Sir Ernest Harvey 
stated in the course of his evidence before the Macmillan Com- 
mittee, ‘‘ The objects of the Securities Management Trust are 
to advise industries, to examine schemes for rationalisation, 
reorganisation, etc., to advise where schemes may be unsound 
if we do think so, to the extent to which it is legitimate for us 
to do so, to provide in some cases some of the initial money, to 


1 The Statist, February 2, 1929, p. 176, 
2 Evidence of Sir E. M. Harvey, K.B.E., Deputy Governor of the Bank of Eng 
land, before the Macmillan Committee.—Minules of Evidence, Vol, 1, pp. 52-53 


Pal 


=" ss a M 





UN 


e * 
—— 1 
CENTRAL UBRAAY 
4 


INDUSTRIAL FINANCE IN INDIA 





ensure that schemes are of such a nature as to justify appeals 
for financial assistance in other quarters "’—the intention 


* always being to get these industries in a position in which they 
| could appeal to investment credit. The distressed industries 
: seeking help must first put their own house in order. The 
Company would not provide its own money or ask the investing 

_ public to do so in order ** to bolster up any industry which 


in the absence of adequate reorganisation is in itself obsolete 
and inefficient or uneconomical and which has no chance of 
yp meeting on a proper competitive basis the competition of new 
eoreanized ir ame i al * 1 
and reorganized industries in foreign countries. The Board 
-of Directors consisted of business experts so that it might have- 
3 the yery best guidance with regard to industrial conditions and 
when occasion arose, might have the proper machinery for 
examining the merits of particular schemes of industrial 
rationalisation requiring special financial support. ‘The direction 
of the Trust's economic research was undertaken by Prof. 
Henry Clay. Sir Charles Bruce Gardner, who had a long 
experience of iron, steel and kindred industries, was appointed 
Managing Director.” When schemes were brought before the 
Company, they were at first examined by the directors who 
were the experts. They were then put up before the full direc- 
torate including the Governor and other representatives of the 
Court of the Bank. Thus it was made sure that the schemes 
were financially sound and their capital position was not saddled 
with prior charges. It was only then that the Court might 
find for them moderate amounts of initial cash. The sympathy 
and support of various financial circles were also enlisted in this 
` connection. It was never intended that the Bank would con- 
tinue to exercise -its parental control and guidance over the 
industry permanently. As soon as the industry was put on its 
feet and could feel assured that it could fairly appeal to the 
investing public, the Bank would withdraw and secure the 
release of its money so that the same might be made available, 
if necessary, for the help of other industries. The industry, 
on the other hand, free from the Bank's supervision, would go 
back to its ordinary management and seek its finance from the 
ordinary sources. The idea behind the whole scheme was * to 


tad 


| Minutes of Evidence, Committee on Finance and Industry, Vol. T, p. 52 
* The Bankers’ Magazine, 1930, p. 729, . 
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bridge the gap when the investing public would not take up an 
industry which was in a distressed condition.” 

The S. M. T. served a useful purpose and became an 
intelligence department. It played a leading part in imple-_ 
menting and financing two*important industria! rationalisation 
schemes, viz., the Lancashire Stee] Trust and the Wigan Coal, SS 
Corporation. In the case of the former it took over the whole | 
of the £500,000 * B *” ordinary shares, ite —— 


“ 











The Bankers Industrial Development Company (1930): 


The establishment of the S. M. T. was followed, in April, 
1930, by the creation of the Bankers Industrial Develop ent — 
Company with the Governor of the Bank of England? as. 
Chairman. It was a private company having a nominal capital on 
of £6,000,000 divided into two classes of shares, 45 A and Py 
15 ‘B’ shares of £100,000 each. £4,500,000 were sub- 
scribed by practically all the leading deposit banks and 
| merghant bankers and finance houses and £1,500,000 by the “oF 
Bank of Eng'and. The capjtal could not he called up to the 
extent of more than 25% except in the event of liquidation and 
the whole of the £1,500,000 subscribed by the Bank of England 
had to be paid up before the rest of the subscribers could be 
called upon to pay anything in excess of that 25%". The 
general objects of the B. 1. D. may be described as having to 
investigate and advise on all manner of finaneial, economic and 
industrial quéstions, to aid in the formation and carrying into 
effect of schemes and arrangements relating to the financing, 
development, co-operation, amalgamation, reconstruction or - 
reorganisation of firms, companies and businesses of all kinds.’ 

In practice its main function was to encourage schemes for the 
rationalisation of British basic industries when brought forward 
from within the industry.” The B. I. D. used to subject every 
scheme for rationalisation it received to a thorough and careful 
investigation from al! points of view. It proceeded very 






1 Evidence of Sir Guy Granet. —Committee on Finance and Industry, Minutes of 
Evidence, Vol. II, p. 288. The board of directors of the B. I. D. consisted of (a) Baron 
Schroder of Schroders, (b) Mr. Peacock of Barings, (©) Mr. Wage of H. Wage & Co., 
(d) Sirs Charles Broce Gardner, (e) Sir Guy Granet. 

3 Letter to the writer from Fu Charles Bruce Gardner, a director of the B. I. D., 
dated the Qlat January, 1935. 

a The Times, Trade and Engineering Supplement, Banking Section, June, 1930. 
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Kiba cautiously, always taking account of the fact that money found 
— for rationalisation in one place might have injurious repurcus- 
—— sions somewhere else. It frequently invited, as it did in the 
=- ease of the steel industry, representatives of the trade in which » 
_ the reorganisation was to take place, from the various districts, 
_ to participate in discussions with-a view to’ clearing away difti- 

- culties and evolving useful lines on which the rationalisation 
~ should occur. When after a minute investigation the position’ 
and possibilities of the proposition had been carefully assessed, 

y and it was found to deserve the support of the B. I. D., it then 
* tried to construct a security which it could offer to the public 
with its backing. In the case of such an approved scheme, 
** ‘however, it would not provide the necessary finances itself. It 
was not constituted as an Industrial Bank with immense 
resources of its own for investment in approved industrial con- - 

~ cerns. The promotion of rationalisation schemes or their direct 
¿ financing was not its business. It made arrangements for the 
‘provision of the necessary finances through the existing 
agencies, obtaining all the new capital for Industrial. reorganisa- 
tion through the, ordinary investment channels.‘ Its functions 
were essentially those of an intermediary between industry and 

- ` the capital market. Here again it was never intended that the 

B. I. D. should find the money recklessly or take the risk 
wholly, leaving the company without any responsibility at all. 
As regards the staff of experts necessary to exarhine the schemes 
of rationalisation that might be submitted to it, it entirely 
depended on the number and variety of the schemes considered 
and arrangements were made by the Bank as it thought neces- 
sary from time to time. Although financial guarantee was not 
contemplated by the B. I. D., it was apparent from the tenor 
of Sir Guy Granet’s evidence before the Committee on Finance 
and Industry that it was not entirely precluded.’ 

The B. I. D. necessarily dealt with big propositions. They 
had got to be schemes of rationalisation and even these would 
under the Charter relate to basic imdustries. Here again the 
initiative was never taken by it but came from the industry 
itself. “*It would be a dreadful thing,’’ said Sir Guy, ‘* if 
industry thought that here was a body of bankers and eco- 


a 


t The Economist, April 19, 1930, p. 875. : 


4 * Evidence of Sir Guy Granet..-Committee on Finance and Industry, Vol, JI 
pp- 258-59. } 
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nomists who were going to tell industry how they — to be 
organised.” Although in strict theory, it could not do any- 
thing except receive a scheme which was submitted to it, asa —— 
matter of fact, it had to do æ good deal of work by conversation | 
and intercourse. Nothing was to be suggested initially by — 
B. I. D. but things were frequently discussed before they cam 
sup to it in the form of a scheme. 
The B. I. D. was a unique body representative not tily of 
every important bank and issuing house in the country but sÀ 
even of the Bank of England. It has been truly —— * 
as a national consortium of British bankers, a partner 
between the Bank of England and the leading Houses oti the 
City formed to make available for British industry the am est 
resources of the nation. Tt was formed at the first instance 
for 5 years and its existence was extended in 1935 for further 
five years, namely, until March 31, 1940.7 It made a good 
start and appeared to be destined to play an important role ir 
the reorganisation of British industry. A number of capital. F 
issues were made under its. aegis. As examples of various 
schemes for which the B. I. D. assisted in providing finance 
either by a public issue or by private arrangement, the follow- i ot 
ing may be mentioned * :— , 


- 


. è 
m 


1. The Lancashire Cotton Corporation .. £2.000.000 

9. National Shipbuilders’ Security .. £1.000.000 

§ Stewarts and Llovds, Ltd. (Corby acheme) .. £3.300.000 

4. Guest Keen Baldwins, Ltd. (Cardiff scheme) ... £2,032,000 

5. Partington Tron and Steel, Wigan Coal and | 
Tron, Messrs. Pearson and Knowles, and 5 
Messrs. Rvland Brothers £ 1.750.000 


6. Dorman Long & Co.. Ltd.. the South Durham 
Steel and Tron & Co.. Ltd., and the. Cargo 


Fleet Tron Co.. Ltd.. merger... .. £2,500, 000 

7. The Spindles Board — .. £2.000.000 

8 The New Jarrow Steel Co. “Ltd. fy . £1,000.000 

* 9 John Summers & Sons, Ltd r ..- £4,288,185 


From the very beginning the B. T. D. was never intended 
to be a permanent feature of the British banking structure. 
Tt has always been regarded as an '* emergency stop-gap ™ and, 
during its entire career from 1930 to 1940, it did not deviate 


1 & E. Thomas, Rritish Ranks and the Finance of Industry, p. 150. 

2 Tetter to the writer from the Secretary, Bankers Industrial Development Cor 
pany, dated the 16th May. 1939. 

3 The Statist, December 22, 1932, p. 965; The Economist, December 22, 1932, 


p. 1190. 





INDUSTRIAL FINANCE IN INDIA 





from that concept. On. the outbreak of the War in 1939, the 


i abnormal conditions ereated by it led to a cessation of its activities 
| and it laid down office in February, 1940. As a token of its laying 
My down of office, its nominal capital «was reduced from £6,000,000 


to £6,000 and all but £1,950 of the paid-up capital was repaid. 
But a skeleton of its organisation was kept up in the expectation 
* that the services of some such institution might be urgently re- 
quiréd to help in the solution of the problems of post-war indus- 

4 tria! readjustment and reconstruction." 
It must, however, be pointed out that the B. T. D. had to 
-= work under certain limitations. Its scope was rather restricted. 
_ Tt adopted as one of its guiding principles that a scheme must 
relate to an industry or a complete section of it and not an 
individual enterprise. But a large portion of the industrial 
- undertakings of the country is comprised .of businesses of 
moderate size which are in need of capital re-equipment and 
general overhauling. They are not sufficiently known to make 
a direct appeal to the market with prospects of success. The 
B. L D. was not of any help to.them.? Again, the Institution 
was not in a position to perform one of the main functions of 
an ordinary issuing house, viz., to support its issues in the 
market after their appearance. It was more akin to a bank 
than an issuing house, able to give guarantees, to spread jts risks 
and to support its offspring. In this connection the fate of the 
debentures issued by the Lancashire Cotton Corporation may be 
recalled. They were at first quoted at a heavy discount. 
Besides, prosperous industries were neither entitled nor were they 
willing to app'y for help to the B. T. D. which entertained appli- 
cations for assistance solely from distressed industries as a whole 
—applications, it should be remembered, made on the initiative 

of such industries.” 

As early as 1930, Mr. S. S. Hammersley, M. P., charged 
the B. I. D. with pursuing a policy of reconstructing industry 
through the weakest units, a policy which wou'd lead to what 
he called aggregation of financial ‘* lame ducks."’ * But it will 

l not be quite correct to sav that the B. I. D, failed to fulfil the 
> purpose for which it was created. In a large measure it 


e 
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! The Economist, Banking Supplement, September 20, 1941, p. 5. 
2 The Banker, April, 1931, p. 12. 

* The Banker, July, 1981, p. 10. 

é The Economist, September 27, 1930. 
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achieved a part of its object and may generally be said to have — 
justified its existence. Sir Guy Granet assured the Macmillan” 
Committee that it had done a great deal of good and really useful, | 
work. The advantage of the B. I. D. appears to consist in the y 
fact that it had tot assume risks which an ordinary issuing house —— 
could not afford to do. A private issuing house will not issue a ~ 
debenture on a new prospect. But the B.I.D. had to issue or a 
find money for semething which was based to a certain extent — 
on estimates of what was going to happen in the future. Tt had 
to issue securities which, although in its opinion quite good and ~ 
beneficial to industry, were such as a private issuing house could — 
not afford to issue. But the publie had this assurance that 
though the risks were of a character which an ordinary issue 
house would not put on the market, yet the scheme was or 
which bore the imprimatur, the hall mark of approva! of a” 
responsible body and put forward on their responsibility, if — x: 
on their guarantee.’ Complaints have been made in some | 
quarters that since its inception the Company did comparatively 
little and made only a very,few issues.” But it is apt to be — 
forgotten that it had got to proceed very cautiously. Tt had to 
conduct elaborate investigations into the details of the schemes 
presented to it for examination, the primary consideration always 
heing to find out*whether the grouping was going to effect sub- 
stantial economies in production. All this must take a good 
deal of time to investigate and check properly. Tt had not a 
whole group of experts who could be employed to examine three 
or four schemes simultaneously. Sir Guy rightly observed, ** I 
do not think we can go ahead and produce a scheme a week? 
The more one goes into it, the more one finds that it is really 
necessary to act slowly.” As regards the charge that the scope 
of the B. I. D. was limited to very large schemes of rationalisa- 
tion relating solely to basic industries, we had the assurance 
from Sir Guy that in case of a scheme being considered to be 
heneficial to industry, he would not care whether it was a basic 
industry or not. The influence of the B. I. D. in the industrial 
feld must not, however, be placed too high. The authorities 
of the Company did not themselves c'aim that it would act as a 
panacea for all the industrial ills of the country. 


















1 Evidence of Sir Guy Granet Committee on Finance and Industry, Minutes Vf 


Evidence, Vol. IT. 
_ 3 See The Banker, April and July, 1931, p. 290. 
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* From the“ preceding discussion, it is abundantly clear 
\ hat ‘in the inter-war period the British jointstock banks and 
even the Bank of England associated themselves with industries 
— et manner they had done never before. Their attitude to- 
is industry appears to have been considerably modified 
luring the period. The frequent charges levelled against them 
hat their attitude to industry was ‘‘unduly rigid, unsympathetic 
und detached ™ could no longer be strictly maintained. During 
the decade 1920-30, we have seen above, the commitments 
of the British banks in national industries were not small. 
Bank chairmen, in their annua! speéches of 1929 and 1950, 
pointed out that the financial help rendered by the banks in 
connection with rationalisation : had brought them near 

| | that they could not wisely extend 
their commitments further in that direction.’ Indeed the banks 
entered jhe industrial field in such a manner that they were 
accused of deviating from the recognised canons of commercial 
banking. In some quarters a feeling was even evident that if the 
bankers were to be criticised for their attitude towards industry 
during this decade it would be for their too great a readiness to 
stand by industry in the matter of banking facilities.* Mr. 
C. T. A. Saad, Asst. General Manager of the Midland Bank, 
maintained in a recent speech in defence of banking in relation 
to industry fiat banks erred on the side of giving too much 
credit rather than too little.* 

This trend in British banking practice must not, however, 
be interpreted as a deliberate departure from the pre-war tradi- 













“tions of English deposit banking. It will be mis'eading to say, 
as is often contended,’ that the British Danko Were ap proximat- 


‘ing in any way to the pre-war German banks just as the post- 
war German banks were becoming akin to the English deposit 
banks as they stood before the War of 1914. 

The orthodoxy of British banking remained unshaken an 
unbroken. There is ample evidence to indicate that the bank 
chairmen considered such extension of British banking activity 
as an infringement of ee pure —— of banking and would 





» of. Oe eens Anero the Ton bie Eeppi Toana ar: Meera ane 
Banker's Inatitate on 10th January, 1930. 
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not under any circumstances approve of it even though it were — 
advantageous for industry. While they repudiated the sugges- Ex 
tion that banking assistanċe to industry was insufficient, they * 
emphatically pointed out that it was not the function of banks 
to find the permanent funds required for capital expenditure. = 
A perusal of the annual speeches of the Chairmen of the Big Five 4 
during the period under review shows that they were still — 
ing to the traditional views of British banks being essentia ly — 
receivers of short-term deposits and makers of short-term loans. — 
Mr. Beaumont Pease of the Lloyds Bank, Mr. Goodenough of 
the Barclays and Sir Harry Goscben of the National Provinci a 
specially emphasized in their addresses that the functions of 
English jointstock banks had always been to provide — — 
the current needs of industry and they viewed with alarm 
change in their policy which would lock up their resources. i 
machinery, bricks and mortar. They stressed the that | 
the banks had neither the necessary detailed knowl of the — 
conditions of an industry as a whole nor were they sufficiently — 
acquainted with the technicalities and hence they could never be | 
advised to embark on a poicy of industrial financing. The ; 
main tenor of the evidence of the prominent bankers before the 
Committee on Finance and Industry was also to the same effect. 
Mr. Goodenough thought it extremely undesirable that British 
banks should act in the manner of German banks and issue long- 
term leans for British industry. ‘It would militate against 
the liquidity of the banks.’’' Mr. Beaumont Pease regarded 
the recent extension of the activities of the British banks 
as definitely a departure from the pure theory of banking whi 

was forced upon them by the exigencies of the moment, and h 
beliéved that developments of that kind would be wholly inapp * 
priate for banking institutions.“ Not only the chairmen of th 
jointstock banks but the Governor of the Bank of England also 
considered that the cultivation of any relations with industry on 

the lines of the German banks or of the American security affi- 
liates was wholly unsuited to British tradition, mentality and 
capacity.” ‘The British bankers are always averse to the grant- 









. 


i Committee on Finance and Industry, Minutes of Evidence, Vol. I, p. 39. 

2 See Mr. Pease’s replies to the Chairman's questions.—Committee on Finance 
and Industry, Minutes of Heidence, Vol. I, p. 193. 

3 Evidence of Mr. M. Norman,—Committee on Finance and Industry, Minutes of 
Evidence, Vol. II, p. 2395. 
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tke of credits for a period longer than a year, for such would be 


of the nature of permanent capital. It must also be noted in 
this connection that whenever the banks were obliged to lend for 
comparatively long periods to industry, they made it clear that 
either such loans were not considerable or that they were forced- 
by cireumstances to make them absolutely against their will. 
Thus there is not the shadow of evidence to prove that the 
bankers were in any way inclined to modify their traditional 
views as to the functions of British banks and reconsider their 
position with regard to industry. The function of safeguarding 
the depositors’ money by scrupulously keeping the assets in a 
liquid form was and still is the first consideration with British 
banks.’ Mr. ‘Thomas had declared in his Manchester speech 
that the banks were in agreement with him as regards long-term 
financial assistance of industries. But there does not appear to 
be any indication that they were equipping themselves for that 
task. In order to do that, without immobilising the funds held 
by them as deposits, substantial increases in their capital were 
necessary. But there was no sign as yet that the banks were 
considering a move in that direction. The fact that British 
banks remained invulnerable in the crisis of 1931 while banks 
in very few countries were able to escape unscathed from its 
effects has amply justified the position taken up by the 
British bankers. The history of foreign banking was most 
unhappy during the years of the crisis. Misfortunes overtook 
a great many of them while not a tremor shook the British banks, 
not a whisper of attack was made against them, ~~ 

The relations of the Bank of England with the S. M. T. 
and the B. I. D. must be carefully considered in this connec- 
tion. The association of the country’s Central Bank with 
industry through these subsidiaries has given rise to a good deal 
of discussion. It has been urged that it should never be the 
function of a Central Bank to associate itself with industry in 
any manner. But the relations have really been misunder- 
stood. The authorities of the Bank made it clear to the Mac- 
millan Committee that ordinarily it was never the ‘duty of 





t Of. * Our deposits are repayable on demand at short notice. our advances must 
be arranged on the same conditions. In making an advance we must be reasonably con 


Gdent that the transaction will be self-liquidating in a comparatively short period or 


alternatively that the amount advanced will be forthcoming with reasonable prompti- 
he event of a demand for repayment being made.” (Speech of Mr. W. Tuke, 
1 of the Barclays Bank, January, 1996.) 
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as Mr. Montagu Norman, the Governor himself, put it, was an 
abnormal effért for an abnormal occasion—a step of an unusual — 
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Central Banks to finance industry, directly. But desperate 
diseases, as Sir Ernest Harvey, the Deputy Governor of the 


Bank, apt y remarked, required drastic remedies." As regards- 
the S. M. T., the Bank of England, owing to the abnormal + 


conditions, came to be possessed of certain securities for parti- 
cular purposes. This business was not a part of the Central 
Bank's normal duty and hence the S. M. T. was formed to take 
it over and conduct it in another building. The B. I. D. also, 


character prompted for the general welfare of the country with 

a desire to give a helping hand, and absolutely unnecessary in- 
normal times. The initiative was taken by the Bank as there 
was nobody else to take it and as a matter of fact the B. Ts 

was not associated with the Bank in any real degree.” 

But the Bank of England, though the most outstanding 
examyite of a Central Bank associating closely with industry, is 
not the only instance of its kind which may be observed in the 
post-depression period. Indeed one of the most striking develop- 
ments in central banking during the period was the authorisa- 


tion of central banks to grant industrial credit. The shortage 


d 


of industrial capital in the years after the first World War had 


led central banks-to undertake many functions which were ~ 


markedly divergent from the traditional principles of central 
banking. They had to conceive it as a part of their duty to the 
community to preserve business from the consequences of its 
own errors and even to make direct loans to industry in the 
event of need. In the years after the depression this tendency 
for central banks to furnish industrial credit was particularly 
striking. Indeed in some countries the statutes of central 
banks were amended to enable them to make direct loans to 
industry. The Federal Reserve Bank Act of June 19, 1934, is 
perhaps the most important piece of legislation in this respect. 
The Reserve Bank of New Zealand was empowered by the 
Amending Act of April 8, 1936, to grant accommodation by way 
of overdraft to the Government and to official organisations to 
finance the purchase and marketing of New Zealand produce. In 


4 Evidenco of Sir Ernest Musgrave Harvoy, K.B.E.—Committes on Finance 
and Industry, Minutes of Evidence, Vol. I. p. 6%. 
2 Afinutes of Evidence, Committee on Finance and Industry, Vol. Il, pp. 294-96. 
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] March, 1938, a bill was introduced authorising the Reserve Bank 
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ce an ambitious scheme of Government steel production.’ 


4 


— \ more recent innovation is the Industrial Finance Department 
o sated by the Commonwealth Bank of Australia to pro de 
- finance for establishing and developing industrial undertakings. .- 


_ The bankers have nof only been reluctant to relax their 


have also believed that there is no gap in the financial system. 


The banking view is that industries generally do not find any 
-difficuty in getting their money even for long-period purposes. 


Sound business propositions are seldom unable to. obtain the 
assistance they require or desire. There is no need for provid- 
ing a special mechanism for long-period industrial issues. The 
mechanism is already there and functions well—was the em- 
phatic declaration of Sir Guy Granet before the Macmil'an Com- 
mittee. Mr. Montagu Norman also bélieved that industry 
depended on the issue house only for a fraétion of its require- 
ment. The mass of money in industry was really found 
through the brokers whose capacity for finding money was very 





big indeed. Existing agencies in the opinions of, both of them 


were quite sufficient for normal times. Sir W. H. Goschen, 
Chairman of the National Provincial, also observed before the 
Macmillan Committee that the existing facilities for. long-period 
loans for British industries were not inadequate and even in the 
ease of the smaller industries, if these were good propositions, 
opportunities for getting flotation facilities were not lacking. 
fle believed that there were institutions in Londen which were 
prepared to lend to small industries. He did not agree that 
industry had ever been unjustifiably refused money that was 
necessary.’ 


. But the industrial point of view is that though the banks’ 


Services have been reasonably —— to, industry according 


to their constitution and the conditions under which they 
operate, they are insufficient. There has been for some time 
past a widespread feeling that it is necessary to call into being 
an additional specialised institution to assist industry with its 
requirements of finance of a character which the ordinary banks 


1 See the present writer's Article in the Calentta Review, May-June, 1940 (** Recent 
Developments in Central Banking “*), also * Money and —— Eæague of Nationa), 
y » P 621 


1937-38, Vol. IT, p. 20. The Bankers’ Magazine, April 


3 prre Statist, International Banking Section, December, 8, 1945, p. 19. 
‘2 Minutes of Evidence, Committees on Finance and Industry, Vol. I, P- 122. 


. a TF. B 









+ 























ay 4 
BRITISH BANKS AND THE FINANCING OF INDUSTRIES 
4 l. - 
fare unable to provide. There is a gap which has to be bridged. 
It is very difficult to obtain money for many useful enterpri “a 
through any of the existing agencies. A new channel is wanted | 
—something in between the ordinary issue houses and ordins , a ay 
banks—a means for providing the appropriate mechanism fo 3 
long-period industriaf issues. There was amp’e evidence before : ; | 
the Macmillan Committee to indicate that small and medium- J 
sized industries laboured under great difficulties to raise this’ ge ; 
sfig-dated capital. Big public companies can obtain their re- \™ 
fiance by a public issue but a small manufacturers «í 
engaged in a new type of industry is frequently handicaped for © 
want of capital. Whenever he tries’ to raise money, he finds | ‘= 
that his application receives.no response from the lenders. They 
consider his particular — as untried and speculative and 
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for that very reason are reluctant to risk their money in süch 
enterprises. The requirements of the small and medium-sized 
industries are not considerable; they rarely exceed £10,000. A- 
business — of £5,000, £10,000 or even £100,000 
not sufficiently attractive for the financial houses or imvestmen 
trusts. Small propositions are turned down by the financial ` 
-houses as they will not justify the expenses. The investment ~ —9— 
trusts are also not interested in them as they would have no free | 
rket and would require continuous and close watching. No F 
banks will ordinarily lend such an amount involving a lock-up 
for more than a year. Hence the capital has generally to be — 
placed privately. That is not only a lengthy business but has 
also unsatisfactory results. | 
But in the-declining conditiéns of the export trade of British 
primary industries, the smaller industries are precisely those to 
which all possible assistance should be extended. There is an 
evergrowing overseas market for their products. The Com- 
mittee on Finance and Industry frankly recognised in thei 
‘Report the difficulties confronting the small and medium indus 
tries and believed that*there was really a gap in the financia 
machinery. ‘The gap, frequently referred to as the ** Macmillan ? 
fl 
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gap,'’ because it was first authoritatively defined in the Report, 
covers two separate needs, that for "’ intermediate credit,” too 
long for bank credit and too short for the new issue market— 
and that for ‘‘ small man “ whose capital requirements are not f 
large enough to be handled economically by the new issue P, 
markét. They stressed the necessity of forming a special insti- 
tution which would devote itself particularly to the smaller 
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2 ý : 
industrial and commercial issues and suggested the lines on 
= — which it might evolve." 
Exver since the Macmillan committee drew attention to the 
i existence of this gap and suggested the formation of a special 
company to devote itself to smaller commercial and industrial 
~. issues, their observations have been the subject-matter of pro- 
longed discussion. There is a kind of wide'y held impression 
doubting the power of the City in the development of the country 
= and the bankers for some time past have been endeavouring to 
remove that impression by initiating discussions among them- 
selves in order to devise a new and satisfactory machinery for 
meeting the need of the small and medium-sized industry. A 
number of ideas have already been put forward for carrying such 
Y a scheme into effect. The hint was given by Mr. Beaumont 
Pease, Chairman of the Lloyds Bank, in the 75th ordinary 
general meeting of the shareholders held ọn February 4, 1933. 
He appreciated the need for such an institution and stated in the 
course of his address that steps for its formation were being 
. taken. *‘I agree," said he, ‘‘ that’ some organisation for pro- 
viding finance for intermediate loans of moderate means and for 
comparatively short periods which would fill the gap between 
ordinary banking loans and those for a longer duration and for 
larger sums would be a desirable addition to our financial 
machinery. Steps for the formation of such an ‘organisation 
should be and, I may say, are being taken.” 
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Credit for Industry, Ltd. (1934): 


Of the many schemes devoted in aid of the small industrial- 
ists the one that ultimately came to hold the field was the Credit 
for Industry, Ltd.” Tt was launched in March, 1934, under 
the aegis of the United Dominions Trust, of which the Bank of 
England had become the largest shareholder by the acquisition, 
in 1930, of 250,000 ‘ B* shares of £1 each. The new Com- 
pany aroused a great deal of interest inasmuch as it was the first 
company of its kind, specializing in the provision of eapital for 
plant and other purposes for the small and medium-sized busi- 


. 3 Report of the Committee on Finance and Indostry, cmd. 3897 (1931), p. 174. 
= _ * Tam indebted to Mr. A. C. Uren, Manager, Credit for Industry, Ltd., for — 
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nesses, which could not, by reason of their size, economically “AN 
satisfy their requirements through the issuing houses." The ~ § 
initial capital of £250,000 was furnished by its sponsor the 
U. D. T. and would be increased from time to time as required, — ef 
Additional finance was to Ve raised by the Company's borrow- i | 
ings from banks ‘and other sources and by the issues of deben- 
tures or short-dated securities. Its particular interest would be 
in the sma’l and medium-sized industries but it would be pre- J 
pared to provide credit for all types of industry. The financial — 
facilities granted by the Company would be of a more erma- É 
nent nature as distinct from the temporary accommodation of 
the banks. The maximum amount that would be advanced was 
limited to £50,000 and was to be for periods running from 2 to 
20 years.” The loans were to be repaid at an agreed rate over 
an agreed period. Though the loans would be for a fixed period, — 


> 


the borrower would have the right to repay the loan at any time tz; 
within the period fixed. No loan would be made —— be > 
borrower's bank was inggeneral agreement that the loan wi uld 
benefit the concern and unless also the bank at the same tir 
was wi'ling to continue its ordinary banking overdraft f 
according to the requirements of the business.” No loan woi at 
be granted merely for the purpose of repaying an old loan; nor 
would any assistance be given which would have the mere effect ł 
of increasing imports into the country. During the currency” = 
of the loan the assets of the borrowing concern would be charged — 
by a simple charge or mortgage in favour of the ** Credit for * 
Industry, Ltd., at least to the extent of the lonn.* The -~ 
annual interest on-the loans for the time being would generally 

be from 43% to 6% according to the circumstances of the case. 
Apart from interest, there would be no extra charges except 
actual, legal or other costs incurred in connection with the © 


making of the loan. It would not participate in the profits of 


- 















t Tt was constituted with a strong Board of Directors with Mr. J. Gibson Garvice 
as Chairman. The other members were Mr. R. B Pearson, Sir C. Broce Gardner 
(Director of the B. T. D. & Manr.. Direetor, S. M. T.), Capt. C. E. Benson. D.S.O., and 
Afr. D. Carmichse!, M.A., LL.B. ~ 

2 The Ecovamist, Banking Supniement, May 12$ 1934, p. ô. 

3 = The Company bas no intention of usurping the functions of the ordinary banks, 


The facilities to be granted are supplementary and complementary.” ‘Monew for 
Industry, a brie’ review of the functions of the C. F. I., Ltd., Regis Mouse, Londont 
À 4 The security might take the form of a debenttire in the case of a limited com» 


pany or a mortgage on real or heritable property. Other types of security might also 
be considered. 
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its borrowers nor would it accept, as any part of its reward, the 
issue of bonus shares. The Company would not finance new 


A inventions or the acquisition of existing businesses. It was a — 
1a lending rather than an investing institution. Its real purpose e 
was to assist the further develo ent of such enterprises as had 


already succeeded in building up a business fo a certain point 
= and provide the finance to make the development possible. 
= Such concerns must have a satisfactory trading record fora 
= number of years and must be at the time of assistance well- 
= managed and in a sound financia! position. A reasonable super- 
vision wonld be exercised over the actions and methods of the 
borrowing enterprises but there would be no interference what- 
ever and no attemnt at control so long as a concern was being 
=- fairly well conducted. The undertaking was in the nature of 
a very interesting exreriment and its activities will be carefully 
followed in more than one country. Even the Chancellor of the 
Fxcheaner observed in a speech delivered a few months after 
its inception that its further progress would be watched ‘* hy 
us not only with sympathy but with earnest desire that it wonld 
succeed in fil'ine what was undoubtedly a oan hitherto onen in 
our credit svstem.’"* A number of applications for financial 
- assistance, rancine from a few hundred pounds un to the maxi- 
mim emount the Comnany was empowered to furnish, came to 
he received hv the Comnanv immediatelv after {ita incention 
and £77 000 of its initial capital had alreadv heen lent hv June | 
30 1934." Tf the scheme is operated with vision and judement * $ 
and the han on new inventions is not interpreted too ricidlw so = ~ 
as fo exclude new industries still in their early stages of develop- 
ment, it will prove to be of immense benefit to the small and i 
~. medium-sized businesses. 
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1 “The Company will not interfere with ths control of any borrower's business Š - 
except im the event of default on the part of a borrower or of his getting into financial — 
difficulties. The Company's purpose is to provide finance—not to engage in indwatry. 
Loans will not be granted for the purpose of resuacitating derelict or bankrupt concerns, 
Tt is not the ‘unction of the Company to provide the money to start some one in business, * 
Ite purpose is to aid those already engaged im business who can show that they can 
improve their position with the help of additional lionid resources. The Company will 
` _ not take shares in any wing concern." (See Money for Industry, op. cit.). 
2 Speech of the Hon'ble Mr. Neville Chamberlain, then Chancellor of the 
Exchequer, at the Mansion House Dinner to the Bankers and Merchants of the City of 
_ London.—The Statesman, 19th October, 1934. 
a * The loans after repayments amounted to £210,523, £309,142 and to £341,425 
at the end of 30th June, 1035, 1936 and 1937, respectively. (See Reports and nts, 
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It may be mentioned in this connection that ever since 
attention was drawn to the existence of the ** Macmillan gap," l 
many institutions ranging from merchant bankers to hire-pur- fh 
chase houses have attempted ¢to fill this ‘‘ gap.’ But their 
efforts have seldom been attended with a large measure of =. 
success. ‘There was, no doubt, “no scarcity of demand for cr t 
from rash and unsound borrowers but there was no rush from 
serious propositions. It has, therefore, been contended that t 
““ gap ° was far smaller than had been generally supposed. I "5 
the matter of medium-term credits the British banks h ave per- 
haps been much less orthodox than they would like the publi 
to believe. Banking accommodation is not specifically g 
for a term of years which would rank it in the cs 
medium term investment but in fact it has been left undi od 
for a much longer period than would be tolerated by the st we : 
canons of commercial banking. This practice on the part of 
the British banks has undoubtedly contributed to thes 
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t The Economist, January 20, 1946, 
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COMMERCIAL BANKING TRENDS IN THE INTER-wWAR PERIOD 


'The orthodox theory of commercial banking is that 
commercial banks should confine themselves to short-term self- , 
liquidating transactions’ Their liabilities are demand liabilities. * 
It is never safe for them to operate with demand liabilities on 
the one hand and slow non-liquid assets on the other. Their 
assets should. therefore, be maintained in the highest form of 
liquidity. This liquidity, as Mr. Sayers has aptly pointed out, 
has two distinct “attributes—ability of the banker to convert his 
assets into cash (1) quickly and easily and (2) without loss. 
The speedy conversion of assets into cash would not by itself 
ensure true liquidity. A great deal of the assets may be so 
converted, i.e., easily shifted on to other shoulders, but not ~ 
without a considerable depreciation of their va'ues. It is essen- 
tial, therefore, that the assets in order to be truly liquid must 
possess the twin attributes of “ shiftability and ‘‘ riskless- 
ness.""" The most easily convertible and riskless asset and 
hence the soundest type of investment for a commercial bank is — 
the trade discount or commercial bill. - Tt possesses a degree of 
linuidity far greater than other types of bank loans. Commer- —_ 
cial bank loans are largely based upon goods in process of * ii 
“duction and the expectation. is that as the goods move to a —— 
further stage of production, they wil! in the normal economic. —— 
process be sold and thus permit the repayment of the Joans. J g 
The essential function of the commercial bank in relation to 
industry consists in the furnishing of circulating or working 
capital as distinguished from permanent capital. The making 
of loans for this purpose helps in the onward march of commo- o 
dities front the producer to the final consumer. The commer- X 
cial bank takes its name as it thus assists in the financing of 
commerce as distinct from the permanent assets which are 
~ necesary for the carrying on of commerce. The commercial 
banking institutions mainly devote themselves to what has been i 


* 


i 1 R, Sayers, Modem Ranking, pp. 212-18. 
— 








- i — — s 


COMMERCIAL BANKING TRENDS IN THE INTER-WAR PERIOD 63 E — 


described as deposit banking:“ they receive money on — 
and lend it on short-term to commerce and industry in the shape 
of discounts and advances. They are normally unwilling to lock | 
up their funds in long-tewn credits to or participations in- 
industrial enterprmes. The investment banking function 
y consists, on the other hand, in the raising and redistribution 
of fixed capital. It is carried on mainly through the purchase — 
of shares and debentures of joint-stock companies and a ag 
subsequent sale at a profit to investors.’ i 
In the days before World War I the — — Ê A 
mercial and investment banking into entirely separate © wa 
absolute and reached its perfection in England. tw was 
practically complete in France and the United States. In the 














years after the War_the lines of distinction between c omm sercial to 


and investment banking grew shadowy and indistinct. 
was no longer that pronounced cleavage between tpe two types c 
institutions as regards their policy and — The activities! 
of the one began 1 


aes gradually into those oe the other. 
~ There was noticeable remarkable trend mong commercial 





banks during the — rears to adopt. the — — 







practice of investment banks. They entered into much closer 
relations With industry than ever before. We have already 
noticed that a change was rapidly taking place in the Continent 


ei rope; specially in’ Canmany, ‘where the fusion between | 






plete. The German banks fended to depart more and more from 
_ the pre-war practice of combining the functions of commercial 
ae i those of investment banking in all its aspects. Deposit ~ 
ding which was formerly overshadowed by the importance of 
b investment banking and long-term transactions began to receive 

increasing attention from the big banks. Their holdings of 

securities and participations had been considerably reduced not 





mas 04 * 










only in proportions to total assets but in many cases even in ⸗ 


absolute amounts since before the War. The proportion of 
capital and reserves to liabilities had declined to a great extent 
and was similar to that customary in England and the United 
States. The banks there appeared to have grown keenly alive - 
to the grave risks involved in the immobilization of them funds 
_in long-term loans to industry and they had considerably 


t Parker Willis and J. IT. Bogen, Jnvestment Banking, p. 5. 
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—— 
ends to develop into mixed banking institutions by —— 
investment banking with their legitimate business to an increas- 
ing extent. 
We have said that the segregation between commercial 
and investment banking in the pre-war years was absolute. By 
= “absolute,” we are not suggesting for a moment that it was 
— easy to draw a hard and fast line of demarcation between 
commercial and investment banking. It was often found that 
in practice any particular institution carried on, in addition to 
its basic functions, some banking functions which did not strictly 
belong to it. But generally speaking, the functions were never 
mixed up and integrated. A commercial bank or an investment 
bank kept itself mainly confined to its own legitimate functions. 
In the post-war years there was a general shift of the interests of 
commercial banks in favour of industrial banking. This drift 
in their practices, noticeable even before the War, was 
accentuated in the years that followed it.. ` a ji 
The status of the commercial bank, long defined as an 
institution of discount, deposit and éx¢hinge, was profoundly ~ 
modified in the post-war decade. It may be recalled that even | 
in England, which is the great citadel of pure commercial ° 
` banking theory, the joint-stock banks, though involuntarily, hs 
relaxed in many cases their traditional attitude of aldofness from 5 
industry. Mhe relaxation in the strict codes of commercial 
banking practice was considerably greater and, what is more, 
became a part of the deliberate and considered poliey of deposit — 
banks elsewhere. Commercial bills had since the War been i 
declining in importance as a method of investment with com- te 
‘mercial banks, while there was a surprising increase in the — 
— growth and importance of the business of long-term me dustrial 


-finan A all those activities which are known as “ "invest, f 


Foky 
w 4 * S niania on Commercial Banke (1153-20, Teague of Nations, Geneva, 
— oat, meee Seo ates * owys Greenwood, * Transition Period in Germany—Recent 
— — ielo in the Times, Trade and Engineering Supplement, Bankisg 
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-$ paper, they contributed also towards its fixed capital expenditure 
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investments in shares and bonds of joint-stock companies, they | f 


‘ment banking. The undertaking of such kinds 
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— banking.’" This reflected a fundamental change in the 


nature of commercial banks and their methods of financing 
industry. Instead of the usual task of providing working 





capital only to industry through the discount of commercial — <a 











in a manner they had never done before. There were three | * 


principal methods by which they were furnishing this 1 —* F 
term industrial finance. To the extent that they made —S g 


were obviously contributing fixed capital to industrial ¢ ! 
prises. Loans to purchase securities which were then pled red 
to secure the loans were practically ‘‘ vicarious purchases. 
securities,’’ and were, therefore, also advances for per 
capital purposes. Lastly, their real estate loans involved a =e 
up of resources and were truly a characteristic are of i hast 
of business by 
the commercial banks must mean a definite —— from their 
traditional sphere of business. There was a pronounced tendency 
on the part of commercial banks to devote a considerable amount 
of their resources not only to direct investments and loans o 
security but also to real estate loans. 

; Tt will not be possible to examine separately — in detail 
the evolution in commercial banking during the inter-war period 
in each country in the space available. It is proposed here to select 











a few representative countries, where the separation between 


commercial and investment banking was practically complete before 
World War I and stress the main trends in commercial banking 


_ practice during the decade 1920-30 and their reversal in the post-- 


depression years, J 
Tar UNITED STATES OF AMERICA 


Before 1837, the commercial banks in the United States 
were often found to exercise some of the functions of investment 
banking. But the panic of 1837 and subsequent losses incurred 
by the banks asa result of dealing in securities made them 
recognise the difference between banking with liquid and non- 
liquid assets. Ever since that period until the outbreak of the 4 
first Great War, the business of commercial and that of investment 
banking were in the hands of separate institutions." The! 


$ Parker Willie and J. I. Bogen, Ineesfment Panking, p. 165. 











= rent house linií PE AREAS, rE es savings banks, 
I an a stock, were institutions primarily engaged in pure 
— iking business. The basic functions of com- 
E Danki a on the other hand, exercised by the 
banks. line with the theory · that the national 
commercial banks par excellence, severe restrictions 
— upon them by the National Bank Act. These 
> phan referred chiefly to the maximum amount loanable 
. a single borrower, real estate loans, dealing in investment 
securities, receipts of savings bank deposits, ete. The State 
banks though modelled on lines adopted in the National Bank 
a. Act, were subject to less severe restrictions. State bank laws 
> generally permitted mortgage loans and in some cases no limits 
E vere imposed on advances against real estate security. 





| 1. Real Estate Loans: 


Although the national banks were put under legislative 
restrictions, yet long before the War they could be seen drifting 
towards investment banking functions. The laws before 1913 
prohibited national banks to leng on the security of real estate 
or to acquire real estate other than business premises except in 
settlement of a debt already contracted. Property so acquired 
had to be disposed of within five vears. But in the farming 
regions a large proportion of the advances made by the country 
banks had already become long-term loans secured by land. An 

_important step towards the mixture of banking functions was 
taken when the provisions of the Federal Reserve Act sub- 
sequently allowed national banks to accept savings deposits and — 
granted a limited permission to make mortgage loans. The 
F. R. Act for the first time recognised the distinction between 
time and demand deposits and laid down the requirement of a 
reserve of 3% (originally 59%) for time deposits as against 7%, 
10% and 13% for demand deposits, the ratio depending on 
where the banks were located. As regards real estate loans, 
national banks other than Central Reserve City banks were 
permitted to make five-year loans on the security of- improved ' 
farm land in the same federal reserve district or not more than 
100 miles distant from the lending bank irrespective of district 
dines. One-year loans on city realty were also authorised. 
: oan: were poatea to 50% of the value of the property 
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and could be made up to one-quarter of the lending bank's 
capital and reserve funds or one-third of its time deposits. 
There was a remarkable growth of real estate loans in — 
business of American commorcial banks during the r 
years. They accounted for the greatest relative increase in 
credits "outstanding of all commefcial banks between — 
They increased by 128%, while security loans rose by 779 —* 
investments by 43%, and all other loans by only 22%. The 
following table strikingly illustrates this enormous parom age 
increase of real estate loans during the — under revieww 


— 


w 
- 








mg, 


jhe $ * 
J — ys 24 
All Commercial Banks (1922-29) (000,000 $ omitted) tze 
BOth June, 30th June, Percentage 
1922. 1929 inerease. E 
Real Estate loans — 1.989 4,540 128 * 
Security loans Ae 6,521 11,518 77 
AN other loans — 15,194 18,367 22 
Investments oS 9,215 13,191 43 


The majority of these real estate loans made by American 
commercial banks was against urban real property. With the 
onset of the economie crisis, the bulk of these loans became 
‘* frozen ™ and it is feared that a million dollars had to be 
written off on these transactions.” 


2. Loans on Security : 


The tendency of American banks to go in for investment , 
banking is manifested further in the rapid growth of security 
loans during the post-war years. Commercial bank loans on 
securities in the United States rose from 5,780 million dollars 
in 1922, representing 24.4% of the total loans, to a peak of 
$130,026" million in 1930 representing 38.6% of the totnl. All 
other loans rose from 15,352 million to 15,700 million dollars 
only during the same period.” Although real estate loans showed 
the greatest percentage increase, security 'oans accounte “i for the 
greatest absolute increase in the eredits outstanding between 
1922 and 1929. 


§ emorandum on Commercial Panke 925-99), League of Nations, TEWM, p. = 
? R. wW. Galdechmidt. The Changing Sfrocture E / ty eo P} F? mr f rr? f | 
* Based on data published in the Annual Reports of * Controller of | 
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— entry of the American commercial banks into invest- 
ment banking business is also evident from the enormous growth 
— investments in the post-war years. Although the national- 
ni banks: were prohibitcd from doing business in investment 
urities, bond investments by banks had been accomplished as 
tae back as 1900 without any special legal sanction. The 
te powers of the national banks permitted them ‘* to 
‘a — and negotiate promissory notes, drafts, bills of exchange 
and other evidences of debt.’ This became the banks’ 
. authority for dealing in investment securities and under it, with 
the approval of the —— of Currency, they created their 
bond departments. Their authority for the creation of such 
departments was, however, somewhat doubtful and their 
establishment was sanctioned by the Comptroller because the 
law empowered them to deal in other evidences of in- 
debtedness. 

The American banks have always invested a considerable 
portion of their "resources in securities and the movement may 
be traced to the vears before the War and even to the last quarter 
of the nineteenth century. But in the period under review 
there was a remarkable tendency in this direction. In 
1875 the loans and discounts of national banks were about 
fwventy times as large as their investments; in 1914 they 
were only six times and in 1929 less than two and a half times 
as great. During 1914-1929, however, investments were found- 

. to have increased by 500% while loans and,discounts increased 

less than half as rapidly. The banks not only held these 

- securities as permanent investments but also endeavoured to 
place them with their clients." x 

The securities which composed the investment portfolio 

of the banks may broadly be divided into Government and 

Municipal, and into those that are not so. The figures given 

below strikingly illustrate a definite upward trend for “* other 

security’? holdings of national banks during 1922-1998 

(expanding from $1,863 million to $3,416 million)? :— 
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= 


National Banks 
INVESTMENTS 
(In millions of Dollars) 


All others (Railroad and. 
Total U. S. Govt. and State Public Utilities and Bon 
and Municipal Shares, ete.) — 

å ⸗ 






1914 1,021 975 a * 
1922 4,568 2.700 

1923 5,070 3,096 

1924 5,142 2,987 ` 

1925 5,780 3,131 $ 

1926 . 6,542 3.117 i 

1927 6,393 3,340 x 
1928 7,147 3,731 


The tendency towards a mixture of banking functions 


which had been working for a long time was thus considerably 


accentuated in the post-war years. Indeed American banking law 
seems to have given official sanction to this investment policy 
of the commercial banks. f 

The Federal Reserve Act, it will be recalled, had consider- 
ably broadened their investment banking functions. Later 
legislation permitted a yet greater fusion of banking functions. 
The McFadden Banking Act, which received the approval of 
President Coolidge on February 5, 1927, was a distinct forward 
step. The Act set the seal of the legislature's approval upon 
the investment functions of the commercial banks. It specially 
recognised that dealing in investment securities was a perfectly 
legitimate business of the modern commercial banks and 
authorised the national banks to engage in that type of transac- 
tion. The Act provided that ‘‘ the business of buying and selling 
investment securities shall hereafter be limited to buying and 
selling without recourse to marketable obligations evidencing 
indebtedness of any person, co-partnership, association or corpo- 
ration in the form of bonds, notes and (or) debentures commonly 
known as investment securities." The maximum amount 
which might be held of the securities of any one obliger or 
maker was limited to be 25% of the banks’ paid-up capital and 
reserve. Thus the Act expressly allowed the banks to enter the 


1 See 2b), The McFadden Banking Act, 1927. 
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ae —— — and — — are * — 
evidenc of indebtedness and, as before, the banks were not 
* “pert itted to purchase them for their own account. E 
* = The Act not only specially recognised -the legitimacy of 
_ dealing in bonds, but also considerably removed the restrictions 
on the grant of real estate mortgage loans. Such loans had 
always been frowned upon by commercial bankers as a non-liquid 
asset. The Federal Reserve Act had granted a limited permission 
in this respect. The McFadden Act recognised that it was not 
sufficient and authorised the national banks to make real estate 
mortgage loans on a far larger scale. They were now permitted 
to loan on city realty for a period of five years against one year 
formerly. Not only the period of the loan was extended but the 
limit to which the total volume of such loans had been subjected 
was raised liberally. Banks were permitted to place 50% of 
their savings deposits in mortgage loans as against 334% of their 
time deposits formerly, the limit as to a quarter of the capital 
and reserves remaining as before. Although this provision 
imphed that that portion of the time deposits which was not 
strictly savings deposits could not be invested in real estate 
mortgages, yet the final effect of this section of the Act was to 
increase materially the total funds that national banks might 
now lend on the security of real estate.” The ban which was 
formerly placed on the banks in Central Reserve Cities as regards 
engagement in such type of business was removed altogether. 
After the passing of the McFadden Act of 1927, thanks to 
its liberal provisions, the banks entered into the investment 
. Seld to a far greater extent. There was soon afterwards 
a tremendous outburst of speculative activities among them. 
Their commitments in the stock market during 1928-1930 were 
extremely heavy and many of them became deeply entangled in 
real estate and security loans. The statistics published by the 
Federal Reserve Bulletins disclose a remarkable growth of direct ` 
investments and loans against security during this period.’ 
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t “The McFadden Banking Act of 1927 ''—an article by H. H. Preston in the 
Economic Review, Vol. 17, Jone, 1927. 
2 R. G. Rodkey, The Banking Process, p. 256. june. Neuer te aoe eae 
l mitted an increase of @514.766,000 for investment in real estate m 
8 Federal Reserce Bulletin, Vol. XVI, 1990, pp. 19, 773. Aiso Fed. Res s 
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Reporting Member Banks 


(In millions of Dollars) 





. Loans on Securities All other 
December, 1928 — . 7,198 9,055 } 
December, 1929 - ... 7,968 9,476 a 
September, 1030 ao . 8,390 S450 3 oe ee 
ecember, 1930 * se” “NTO 8.557 i 
September, 1931 ase .. 6,418 7,870 


Reporting Member Banks 


(In millions of Dollars) 
+ INVESTMENTS 
December, 1928 — ... 5,936 
December, 1929 * sse 5,567 ‘ 
September, 1930 — .. 6,361 . 
December, 1930 WA ... 6,784 
, U. S. Govt. 4,154 
September, 1931 — F d 
| Other 9,641 


Loans on securities of reporting member banks reached 
their peak in September, 1930. Between April, 1927 and 
September, 1930, security loans rose from $5,924 millions to 
$8,390 millions, representing an increase of 41.6%, while all 
other loans fell from $8,612 to $8,469 millions. Compared with 
January, 1922, security loans increased by about 133% while all 
other loans increased by only 13.5%. 

The tables given above amply demonstrate that the assets 
of the American banks were generally more illiquid and of a 
more speculative character in 1929 than in 1922; the extreme 
point was reached in 1930. One fact of startling importance 
that at once leaps to the eve is the declining importance of the 
“all other loans," which mostly represent = se'f-liquidating 
commercial transactions. It is also interesting to note that not 
= only they diminished in importance but their average quality also 
deteriorated. For example, in the case of all national banks, 
the proportion of commercial loans eligible for rediscount at the 

10—1789 B 


















* aS . * "a dias — a, P - | * Tipe "4 
© Federal Reserve Banks dropped from 42% in 1922 to 38% 
= aa a 
sae PS bis From September, 1930, the banks, sorely battered by the 


hl financial storm of 1929, began to set their houses in order and 
‘within a short time considerable progress was made in the 

' direction of liquidation of frozen assets. Loans on securities 

in September, 1931, in the case of the Reporting Member Banks, 
amounted to a little more than $6,400 millions and represented 
a big drop from high point reached in the same months of the 
previous year. Investments no doubt increased and they were 
higher than in 1930 but the investment portfolio was much 
more liquid than before. It contained a large element of short- 
term Government securities.” As will be seen from the table 
given below, in the case of national banks all other investments 
decreased in 1932 while Government and Municipal investments 
showed an increase * :— 


LAJ 
R 


INVESTMENTS (in millions of Dollars) 


80th June Total Govt. and Municipal All other Bonds 
- Bonds avd Shares 
1927 „- 6,993 3,40 3,053 
1928 Jou, w147 3,732 3,415 
1929 .. 6,656 3,561 3,093 
1930 ... 6,888 3.546 5,342 
1931 Tey Pe Lit 4,253 3,422 
1932 — — 4,554 2,613 


The astounding increase in the growth and importance of 

| direct investments in non-Government securities and loans on 

. security during 1922-1930 reflected a fundamental change in the 

character of the American commercial banks. They were no 

longer concerned merely with the provision of short-term funds for 

working capital purposes to industry but were also deeply 
interested in furnishing long-term industrial finance.* 


4. Security Affiliates : 


The organisation of security affiliates by the American 
commercial banks is perhaps the strongest evidence of their 


= 1 Memorandum on Commercial Banks (1925-39), League of ti 
— gue of Nations, Geneva, 
) * The Economist, Banking Supplement, Oct. 1931, p. 9. 
— 3 Based on the data published in the Annoal Reporta of the Com | : 
ee s Currency. E — ptroller ef 
= & Memorandum on Commercial Banks (1925-33), League of Nations, Genova, 
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increasing investment banking activities. The rise of these 
affiliates overshadowed in importance every other development: 
of American banking in the inter-war period. The origin of the 
device of security affiliates .may be traced back to 1908 when 
the First National Bank of New York organised the first 
securities company (The First National Company) because of 
the pressure exerted by the Comptrol'er of Currency owing to` 
the obvious conflict between deposit banking and the business of 
marketing securities. Three years later, the National City Co. 
was established by the National City Bank. These two subsi- 
diaries remained solitary for a number of years. But as the 
commercial banks felt more and more inclined to enter into 
the field of investment banking, the organisation of security 
affiliates proceeded apace. Thus when the War Loan campaign 
brought the commercial banks in the country into close contact: 
with the business of distribution of securities, the number of 
security affiliates began to increase rapidly. The Chase Secu- 
rities Corporation was organised in 1917 by the Chase National 
Bank and affiliates were formed in quick succession by the 
First National Bank of Preston in 1918, the Guaranty Trust 
Company and the Hibernia National Bank (New Orleans) in 
1919 and the Central Illinois Bank in Chicago in 1920. The 
participation of the commercial banks in investment banking 
became more direct and intense since the close of the year 1927. 
The movement of organising security affiliates for the purpose 
of undertaking investment banking business spread like wild 
fire from that time among commercial banks." As a result 
almost every large urban commercial bank in the U.S.A. became . 
equipped with one or more security affiliates. By 1931 national 
banks alone could boast of nearly 200 of them. The business of 
banking necessarily underwent a radical transformation indicat- 
ing the decline of commercial banking proper and the increase 
of investment banking. 

The *‘ security affiliates "" were created by the large city 
banks, excluded as they were from issue and financing business 
by legislation, to carry out the type of transaction from which 
they were debarred. The issues in which the banks were 
interested were made through these subsidiary companies. ‘The 
affiliates were incorporated separately, the capital being sub- 
scribed either directly by the parent bank or by its shareho'ders 


B R, W. Goldschmidt, The Changing Structure of imertccan Bonking., p Li 
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ya many cases the stocks of the affiliate were automatically paid 
for out of a special dividend to bank shareholders. In the case of 
the first securities company, the parent bank (the First National 
Bark) had provided the capital .out of its own surplus. An 
analysis of the methods of incorporation of national banks’ 
affiliates in recent years distloses four methods of control: 
(a) stock owned by the parent bank, (b) stock owned by the bank 
shareholders, (¢) stock owned by other affiliates, (d) stock trust- 
ed." Thus in 1931 out of the 192 affiliates of the national 
banks, the parent banks directly owned four only; in 17 cases 
the affiliates’ stock was owned by another affiliate of the parent 
bank: in 45 cases it was distributed in the form of joint and 
indivisible certificates of shares in the bank and security 
company among the parent bank's shareholders. As a rule, 
however (126 cases), the capital stock of the investment affiliate 
was held by a body of trustees for the benefit of all the share- 
holders of the parent bank.* The affilates were usually the / 
recipients of heavy loans from their parent banks which enabled 
them to engage in transactions not permitted to the latter. 
There was until recently scarcely any restriction on the national 
banks’ loans to their affiliates, the only limitation being the 
provision that loans to no single interest should exceed 10 per 
cent. of the banks’ capital and reserve fund. 

The affiliates performed a variety of functions. Three of 
these might be said to comprise an intrinsic part of their 
activity as investment bankers. They were :— 


1. Origination of new security issues. 


2. Formation of or participation in the original selling 
group, disposing of the securities in large blocks to retailing 


bankers all over the country or oecasiona'ly 
buyers. 


3. Distribution of bonds and to a lesser extent of shares 
to the ultimate investor. 

'* In addition they sometimes acted_as holding companies 
for control or other purposes, carrying securities which the 
parent bank was not authorised or did not wish to have among 
its investments; as investment trusts, buying and selling 
securities for investment or speculative purposes; as assets 


to institutional 


1 “The Banking Act of 1933 "'—an article by R. B. Westerfield, in the Journal 
of Political Economy, December, 1983, p. 738. 


2 R. W. Goldschmidt, The Changing Structure of American Banking, p. 195 
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realisation companies, taking over the parent bank's loans 
and investments which proved doubtful or illiquid ; as real 
estate holding companies and as a medinm for supplying the 
bank's own stock.""' These security subsidiaries worked closely 
together with their. parent concerns so that the net effect was 
somewhat similar to that of the German system. 

Thus the commercial banks which had already created the 
bond departments entered into the stock market to a considerable 
extent through these affiliates The development of the affiliates 
rapidly increased the banks’ share in the total flotations of new 
securities. In the pre-war years a very small proportion of the 
total distribution of securities was made through the commercial 
banks, but in 1931, 54.4% of all new securities was sponsored by 
the bank affiliates, those of the national banks alone accounting 
for 33.6%.’ In the years immediately before tha onset of the eco- 
nomic crisis, there was a tremendous outburst of speculative acti- 
vity among the investment affiliates. The banks rushed recklessly 
into the stock market through their affiliates ; and the inevitable 
crash soon occurred. The country became littered with a crop 
of bank failures. No less than 1,345 banks clésed their doors in 
1930.2. This was undoubtedly a very large number even in the 
case of a country where banking suspensions are a normal pheno- 
menon in times of prosperity. Conditions subsequently came to 
light in connection with these bank failures which clearly revealed 
the abandonment of pure commercial banking and the integration 
of financial operations of a diverse character. The banking investi- 
gation, which followed, threw a flood of light on this drift of 
American banks into the unwonted channels of investment bank- 
ing. The enquiry disclosed that there was an almost universal 
tendency towards ‘‘ a speculative security basis for banking `“ 
and practically every one of the large commercial banks was found 
to possess security affiliates. In many instances a single bank 
owned a considerable number of affiliates—the Bank of the 
United States having as many as 48 affiliates.” 


1 Memorandum on Commercial Banks (1925-39), League of Nations, Geneva, 
1934, p. 210. | 
2 “The Banking Act of 1953 °—an article by R. B. Westerfield, in the Journal 


of Political Economy, December, 1933, p. 738. 
Ss The Statist, International Ranking Section, November l4. 1931, p. 662 


4 `" Speculative Activities of American Bankers “—an article hy H, PL Willis 
in the Banker, February, 1931, pp. 188-92. 
s “The Senate Banking’ Investigation ““—an article by H P. will a thi 


Banker, March, 1951, p. 935. 













INDUSTRIAL FINANCE IN INDIA 
FRANCE 


The tendency towards an intermixture of banking functions 
was also at work in post-war France. In contrast to the system pre- 
valent in Germany and other countries of Europe, French banking, 
_ before the first Great War, was eharacterised by a division into two 
distinct classes, viz., the banques d’ affaires and the banques de 
depots. The former type specialised in the long-term financing 
of industries and in the origination of securities. These institu- 
tions acted as investment bankers in the full sense of the term. 
They often participated to a substantial extent in the manage- 
ment of the industries promoted by them and used to carry the 
purchased securities in their portfolios for considerable periods 
of time until the success of the enterprises or market conditions 
allowed their sale to the public at reasonable prices. These 
purely investment institutions, however, often undertook other 
functions such as the opening of current accounts to their indus- 
trial customers. They had to do so as they could not depend 
solely upon their own business which was naturally of an irregular 
type. But generally it may be said that they performed the basic 
functions of investment banking. Among the most important of 
the banques d' affaires were the Banque de Paris et des Pays-Bas, 
the Banque de l'Union Parisienne, the Banque Francaise Pour 
le Commerce et l'Industrie and the Credit Mobilier Francaise. 
These financial banks specialised in the issue bysiness and in 
the flotation of industrial and financial enterprises all over the 
country and even abroad.’ In the case of the other type of 
institutions. the etablissements de credit, there was before the 
War a marked unwillingness on their part to advance funds 


i Thos the Banque de l'Union Parisienne was associated with electrical and 


metallurgical works and considerable interests in the Crensot Works of MM. Schneider 
et Cie Pefore the first Great War, it took an important part in the development of 
Russian metallurgy; and after the end of the War it took an active part in financing 
economic development in Central and Eastern Europe cither direetly or through the Union 
Europeenne Toduetrielle et Financiere. In Inter post-war years it participated very 
actively in new issue business and largely incressed its portfolio of investments in other 
undertakings. Tts investments and participations were as follows :— 


1928 1929 1930 1931 
Frs. Frs. Fra. Frs, 
~ -% 220,459,704 327,276,158 566,165,485 459,202,604 


The Statist, International Banking Section, November 14, 1981, p. 724. Also 
“November 12, 1032, pp- 693-94, 


: In May, 1982, the Bank took over the Credit Mobilier Francaise —The — 
Ranking Section, November 12, 1932. 
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freely for the development of domestic industries. Instead, they 
concentrated on the foreign securities business, putting out 
numerous foreign state and industrial loans in succession. They 
were, indeed, accused of neglecting domestic industry and of 
diverting French sayings to countries like Russia, South America, 
Turkey, etc." 


The division, avdn-ketare World War I, could not be made too 


absolute. There were many institutions which were frankly 
* mixed.” The lines of demarcation between the two types 
grew more and more indistinct after the War and almost 
faded away in later years. The whole system underwent a 
considerable change since the pre-war period. The banques d’ 
affaires which specialised in financial business formerly began to 
develop, not without success, the ordinary transactions, properly 
speaking, of a bank. There arose a definite tendency on their 
part to adopt a more and more aggressive policy of commercial 
banking. The credit banks, on the other hand, entered the 
investment field in a manner they had never done before.“ During 
the War the Government had obtained control of the investment 
operations and had passed a law on May 31, 1916, forbidding the 
issue of foreign securities in the French market. The credit 
banks with the practical cessation of the foreign loan business 
occupied themselves with State issues and the finance of national 
industry. From that period, they came to extend much more 
financial assistance to domestic industries than they had ever 
done before. In the years that immediately followed the War, 
French industry became badly in need of credit on a large scale. 
War liabilities had to be liquidated, factories destroyed in the 


devastated regions had to be re-built, industries engaged directly 


or indirectly in the reconstruction of the devastated areas had to 
be equipped with new installations. The French credit banks 
were not unresponsive in this hour of need. As Mr. Whale has 
observed, ‘‘ The increased importance of French industry called 
for adaptations in banking policy.” * 

The banks were quick to realise the need to provide more 
extensive assistance for their industrial customers. When the 
industries approached them for extended credits, the) readily lent 


J Parker Willis and B. H. Beckhart, Fores Ranking Swater p 


2 Thè Times Trade and Engineering Supplement, Rankine Number, June = 
1929, p. 24. 
2 P. B. Whale, “ Lectures on English and Continental Banking 


March 26, 1931), Journal of the Institute of Bankers, June, 1931, p. 390. 
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rin cer * — on deposit accounts. But they had to create 
5, the des ired facilities for long- and medium-term credits for -the 


requirements of their industrial- clients. Wherever 


pressing 
possible, they helped directly with the funds which were deposited j 
with them for fixed periods and also with their own resources 


which they had already begun to increase. The policy of sys- 
tematically increasing their paid-up capital and reserves which 
they pursued during the period under review lends colour to the 
view that their character was changing rapidly. The tables 
given below strikingly illustrate a marked increase of capital 
and reserves in the case of the principal deposit banks of 
France :— 


e Taste T? 
(Five, since 1931 Six) 


In millions of francs 
1925 1929 1930 1981 1982 


Paid-up Capital - a- Liso 1,648 r701 1,888 X490 
Reserves yr an 561 1,897 2,038 1,884 1,897 
Taste II? 

(Individually) 


In millions of francs 


1927 1928 1929 1930 
I. Banque Nationale de Credit: 


Paid-up Capital ins ote a 2624 2624 3183 

Reserve Sat st E a, 156 123 175 
2. Comptoir National d'Escompte.: 

Paid-up Capital — .. 250 250 400 400 

Reserve nee 5. ) eee 144 448 452 
3. Credit Lyonnais : 

Paid-up Capital — a. ©6255 255 408 408 

Reserve — 227. 227 800 800 
4. Societe Generale : 

nid-up Capital ea 2360 250 819 820 stoi 
— — rea { 105 806 380- 


Memorandum on Commercial Banke (1925-33), League of Nations, Geneva, 1954, 
s The — International Banking Section, 
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~. The French deposit banks helped the industries i in yet } 
| another way. In order to provide greater assistance to them Mews 

. without immobilizing the funds entrusted to them on deposit, 
they formed subsidiary companies for long-term industrial 
finance. Thus two of the old established and powerful institu- 
tions, the Credit Lyonnais and „the Comptoir National d’ 
Escompte, created, as far back as 1919, the Union pour le credit 
a l'Industrie Nationale (Ucina). With the same purpose the 
Société Generale founded in 1928 the Societe Anonyme de credit 
a l'Industrie Francaise, and the Credit du Nord established a 
similar company, the Union Bancaire du Nord.: 

The reports of the six main deposit banks of ratios for 
1927 and 1928 give clear indication of the intreasing interest 
they were taking in industrial finance, not only by lend‘ yg colla- 
boration to the issue of short and long-term bonds of French | 
industry but also by becoming large holders’ in industrial under- 
takings. As in Germany, they were taking shares in preliminary 
enterprise and the Sy ndicate d'etude was seldom without bank- 
ing representation.” Their balance sheets show that their 
investments in financial syndicates increased considerably during 
1913-28 :— 





(In Millions of Francs) 
i 
1913 1919 1927 1928 
158 200 246 267 


JAPAN 


Although Japan possessed a special Industrial Bank, the 
ordinary commercial banks in the country are found to have 
increased their activities in the sphere of industrial financing 
during the period under review. There was a persistent 
tendency on their part to accommodate industries with extensive 
loans. The practice of locking up their funds in long- 
period loans on securities and immovable property was quite 
common. Mr. Allen estimates that the advances of ordinary 
and. savings banks on immovable property were more than 


+ P. B. Whale, “ Lectures on English and Continental Banking ~ lolivered 
March 26, 1931), Journal of the Inatitute of Bankers, June 19391, p. 399 | 

* The Timer Trade and Engineering Supplement, Banking Number, June 40 
1928, p. 15. 
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1,000 r an — * * De e rans TIE AR 
— * i out that u . > P o — a a ee of Japan were not 
y i xchange banks at all and they very often 
inglec d th Sacks: in heavy long-term investments in indus- 
oy : n the post-war years, especially after the crisis of 1927, 
* — banks entered igto the stock market on a very 
is large scale. “Their tendency for security holdings considerably 
increased. Formerly they used to compete with one another 
in attracting deposits; now they were competing keenly in the 
business of underwriting debentures. The balance sheets of 
four out of the ** Big Five "’ disclose a remarkable increase of 
their security holdings during the period under review.” 
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Taste I 


Securities held by Four of the * Big Five *' 


(In thousands of Yens) 


1927 1928 1929 #11980 1931 
1. Mitsubishi. ... 288 822 8360 387 285 (Dec. 31) 
2. Mitsui PURT E 221 235 215 272 (June 30) 
3. Sumitomo ey Wy f 236 283 242 248 (Dec. 31) 
4. Dai-ichi aT EN 248 285 269 304 (June 30) 
TABLE II 
Dec. 31, 1982 Dec. 31, 1933 June 80, 1984 
s 1. Mitsubishi ... 805 345 411 
, 2. Mitsui . 182 (June) 280 (June) 853 (June) 
4. Sumitomo .., 261 (Dec.) 326 (June) 358 (June) 
— 4. Dai-ichi — ac ace 876 (June) 408 (June) 


The returns of the clearing house eng in Japan also reveal 
that they were employing a considerable portion of their surplus 
funds in investment in securities.‘ During the industrial crisis 


* G. C. Allen, Modern Japan and its Problema (2928), p. 179. 
* Dr. 8. Y. Furuya, Japan's Foreign Exchange and her Balance of Internih 
i Payments, p. 102. 
a The Statist, EREN Banking Sertion: November 1, 1931, PP- 764-65. 
) Also November 12, 1932, pp. 731-34. 
+ Ai ——— ‘The Times Trade and Engineering Represent. Banking Number, June 25, 
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in dhe autiimn of 1930, following the lead of the Industrial 


Bank of Japan, the Tokyo commercial banks generou y lent their 
assistance to several big industrial companies in distress for want 
of funds. * An understanding was reached between them for joint 
action in giving finafcial aid to business enterprises. A new 
machinery was set up for this purpose. The banks and trust 
companies formed an association, called the Industrial Investiga- 
tion Association, with the object of facilitating the rationalisa- 
tion of Japanese industries. It investigated the conditions of 


several concerns to find out if they required reorganisation and 


if financial assistance to them was justified." 
* 


— 
CANADA Ya 





The same tendency ol sponsoring industrial securities and 
of generally invading the field of investment banking is discernible 
in the case of the commercial banks of Canada in the years after 


World War I. They were devoting themselves to an increasing 


extent to underwriting operations and figures have been collected 
which show that their participations in the flotation of bond 
issues totalled during 1927-32 more than 250 million dollars.” 
The investment houses naturally came to look with great disfavour 
upon this extension of commercial banking activities into -their 
legitimate sphere of business and they filed with the Canadian 
Banking Commission a memorandum complaining that they were 
suffering severely from the competition of the ordinary banks and 
also requesting that this aspect of their activities should be checked 
when the Bank Act was revised. It was suggested that “ the 
banks should be prohibited by statute from selling securities 
directly to the public and also from tendering for new issues either 
individually or-as members of syndicates and from acting as 
agents in connection with issues made by Governments, Muni- 
cipalities and other public bodies." The banks on their part 
contended that dealing in securities was a recognised normal 
activity of banks throughont the world and had been established in 


Ys 
d 1 The Times Trade and Engineering Supplement, Ranking Num ber June 
1931, p- 27: | 
2 See The Economist, Funking Supplement, October 14 1953, p. 13 rh 


Ranking Situation in Canada `’). | 
< a Report of thr Reyal Comemierion on Banking ond Currency («8 an ada fiitaw a 
1933, p. 76. 
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tenets) on tar hetk as 1876. ` The Bank Act of 1890: and sub- 





sequent revisions had conferred upon them the right ‘’ to deal in 
and discount and lend money and make advances upon the security 
of and take as collateral security for any loan made by it, bills of 
exchange, promissory notes and other negotiable securities or the 
stock, bonds, debentures and’ obligations of municipal and other 
corporations whether secured by mortgage or otherwise.’" The 
Royal Commission was impressed by tvidences of considerable 
laxity and abuses of commercial banking practice and concluded 
that although the volume of industrial securities ** sponsored and 
distributed by the banks might have been small in comparison 
with that of Government and other securities, yet it was advis- 
able that the banks should refrain from dealing in or distributing 
for their own account any but the highest class securities.” ™ 





Reasons for the Landslide in Commercial Banking Practice : 


It is abundantly clear from the foregoing Study that there 
was a historic landslide in commercial banking practice. The 
countries which had been so long traditional homes of commer- 
cial banking departed to a surprising extent from its recognised 
canons. ‘Their banks in many instances tended to adopt business 
at much of which bankers would have shuddered in the pre-war 
days. There was a decisive shift of their interests in favour of 
industrial banking ; they became frankly ‘' mixed."* 

The reasons for this remarkable fusion of banking functions 
in countries where they were so carefully segregated are not far 
to seek. The relaxation in the conservative codes of com- 
mercial banking practice was partly the result of the post-war 
depression and partly the result of changes in general economic 
organisation. A widespread slump followed in the wake of 
World War I. The incidence of the depression upon several 
industries was extremely severe. A considerable portion of the 
advances of commercial banks to such industries became practi- 
cally ** frozen *’ and unrealisable. To protect their own interests 
the banks were obliged to make further advances and also to take 
over the security for the loans previously granted and to assume 
direct control over industrial enterprises. Recent economic 
Ganges lying entirely outside the banking system also compelled 


* RTT te Mot Banking and Cerny Coat, Onam, 
WPT. 2 
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change in the technique of company financing was e observed 








growing in size. The smaller concerns were the principal users 
of the commercial banks and with their disappearance the 


demand for commercial bille rapidly declined. Access to 
capital r rket is comparatively easy for the larger concerns an J— a 
these in the post-war vears showed a remarkable tendency to — 
develop the practice of obtaining working capital in the inv 
ment market by issuing to the public long- and short-term — 
- as well as stocks. This tendency was mostly manifest among 7 
_ American industrial companies where, for some years past, parti- 
-eularly since 1927, they had been endeavouring. to meet ‘their 5 
-= working capital requirements not by borrowing from the’ commer- | P 
cial banks but through the long-term capital market." A fu | 







_ in the increasing practice of businesses to finance heir working 

capital expenditure out of the undistributed profits. This system 7 
of self-financing by ploughing back profits into the industry 
rendered them independent of banking assistarice to a correspond- 
ing extent. 

The effect on the banks was serious. They found that their 
funds had been accumulating in large amounts while the prin- 
cipal channel of putting them through was fast disappearing. — 

The deposits had been swelling to an enormous size but the 
growing funds were not needed by commerce. They found it 
well-nigh impossible to utilise their funds in the ordinary transac- 

—— of commercial banking. In the circumstances, they were., 

compelled to explore other than the time-honoured traditional 
avenues for the employment of their funds. If they were to 
make profits, nay, to exist at all, there was one and only one 
course open for them—that of diverting their funds into the 
investment channel. Thus they were forced to embark on busi- 
ness hitherto considered to be outside their legitimate province, 
such as real estate loans, stock and bond collateral loans, invest- 
ment in securities and so on. Having to cope with decreasing 


= 
* earnings in their ordinary fields of activity, they came to be 


a t “* Social Aspects of Commercial! Banking Theory “—an article br F. A Rradford 
—— the American Economico Review, June, 1993, p. 231, 
F— Bee also Rodkey, The Banking Process, 
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An idea of what an enormous increase in the deposits of com- 
— banks occurred in the United States during 1922-27 may 
be formed from the following’ table regarding the Reporting 


#Wember Banks in leading cities." 


à á Bha 
Reporting Member Banks in Leading Cities 


EPOS ITS 


> (In milions of Dollars) 
i Year Net Demand Time 
January | --- 1922 10,362 8,017 
Apa F .. 19272 13,041 6,088 
December 81, .. 1929° 14,118 6,787 
Septembér 24, . ... 1980 13,542 7,489 


A most significant development in this enormous growth in 
bank deposits was the rapidy increasing importance of time 
deposits. While both demand and time deposits swelled, the 
latter incr@ised much more regularly and at a definitely higher 
rate than the former. In the table given above, time deposits 
increased during January, 1922—September, 1930, by more than 
145%, while net demand deposits increased by only 30.7%. This 
huge relative increase in time deposits signifies a corresponding 
change in the status of the commercial banks. In the same 
manner the explanation of the increasing interest of French 
deposit banks in the industrial field during the period under review 
is to be found not only in the altered circumstances of the post- 
war period which we have already indicated but also in the 

rmous growth of deposits. The progressive diminution and 
afterwards complete cessation of the issue of short-term loans by 
the Treasury brought back to the banks as deposits a considerable 
portion of the capital that was formerly invested by their owners 
at 3 or 6 months in the National Defence Bonds. The following 





1 Report of the Fed. Reserve Board for 1926, pp. 164-65, 
2 Fed. Reserce Bullotin, May, 1927, op. zit. 
> Ped. ‘Reserce Bulletin, Vol. KVL i e 
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* table ee learly indicates the enormous increase f deposits — ia ‘ 
of the principal deposit banks of France? Ei 
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xii Prita Deposit Banke” 5 
Deròsrrs Frs. (000,000 omitted) 
* 1925 1929 1930 
25,113 42,008 44,749 ` 
= ol which Time Deposits : 
# * * 
Current Accounts : 
à 25,263 -39,502 41,279 ` 


The tendency towards a relative increase of time as 
compared to demand deposits is unmistakable here as elsewhere. 
The banks found that their deposits were Jargely increased 
- while the opportunities for their profitable investment were not 
-~ many. Hence they were obliged to explore suitable new avenues 
for their employment. The demand for increased capital by the 
older established businesses and for new capital by the growing 
) number of newly established concerns was welcomed bythe banks 
and the plethora of funds which were seeking employment was 
quickly diverted to these channels. 

The absence of a suitable alternative employment for the 
‘increasing resources of commercial banks compelled them to 
= branch out in the investment field not only in the case of France 
Bye and America but also in that of Japan. After the spring of 
1927, the deposits in the Japanese commercial banks swelled 
“rc to enormous figures. At the end of 1928, all the clearing . 
va house banks, numbering 399, held deposits to the extent of 
 6,047,366,000 yen. This represented an increase of 585,853,000 
Eee over the previous year and an increase of 268,619,000 yen 


) over the year before the crisis.” 



















— 
Geneva, 19%. 


i + 1 ——— on Commercial Banks (1925-33), League of Nations. 

. * . 101. | | 
“ es digg Times Trade and Ergineering Supplement. Banking Number, 
A we * p. 32 
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> almost unable to find a suitable channel 
short loan market. Steps had been taken 





Y hg v 
E ia à 
> s y 
1% m p 
— j : * 
d è e 


4 new deposits to as small an extent as possible. But still they 
{ could not employ their funds én the wonted channels and were 
= ç finding their business unremunerative. Some contemporary 
= balance sheets available for the clearing house banks disclose that 
they were employing a large portion of their surplus resources in 
securities.’ The banks were compelled to enter the stock market 

in order to utilise their immense surplus funds. 
Figures showing the deposit indices of the commercial banks 
in the United States, France and a number of other countries 






are available and they clearly indicate a general post-war trend | 


for deposits to shift from sight or short-term to savings or 
long-term accounts. Thus it is found that in the case of the 
American national banks, the index for savings and time deposits 
rose from 100°in 1913 to 1,086 in 1929 while that for current 
accounts rose from 100 to 135 during the same period. In 
France the index for savings and time deposits and that for 
current accounts rose to 129 and 124 respectively. The tables 
given below strikingly illustrate this tendency * :— 





1g 20 91 22 28 M 28 W 7 A 


(2) 100 74 111 H2 106 115 115 121 124 189 185. = 


(b) 100 279 549 581 671 742 811 882 976 1,068 1,086 
(c) 100 92 149 153 156 174 176 188 215 220 218 













France: | 
_.@) 100 70 91 88 75 67- 72 8 97 19 1% 
¥ (6) 100. 48 51 41 87 #S7 82 36 41 66 129 
my a - s ; 
o) 100 68 88 85 72 65 69 77 98 -1187 M8 
— 7. — (a) Current. 
l Go aS (b) Savings and time, =~ 
| — * (c) Total. . p- ms 
Ka — ae i » the 
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The Times Trade and Engineering Supplement, Banking Number, June 28, 
313-29), Lengue of Nations, Table V, 
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Tables exhibiting the same tendency may be given for other 
countries as well. Norway and a few other coyntries show a 
tendency towards the growth of demand deposits but they are 
not a real, only a formal, exception to this general trend towards 
a change in the composition of deposits. | 

This change in the composjtion of deposits was accom- 

panied by a parallel movement in the composition of credits 
which showed a marked tendency to shift from shorter to longer 
accounts. A comparative study of the indices of * loans and 
advances ` and *' discounts "" clearly demonstrates a remarkable 
tendency in post-war years for the former to increase relatively 
to the latter in all countries except England, France and Italy. — 
But even in these countries, since 1921-23 ‘‘ loans ` tended to 
grow much faster than “ discounts.’’ Loans are not self-liqui- 
dating in the same sense as discounts and are advanced generally 
for longer periods. Thus credits tended to show a decisive shift 
in favour of long-term accounts. Again an examination of the 
indices for ‘* investments *’ and ** discounts, loans and advances ~ 
shows that the former increased relatively to the latter during 
the period under review in the majority of countries, including 
Canada and the United States. Thus in the United States, the 
index for total discounts, loans and advances rose to 163 in 1929 
while that for securities and participations rose to 247. In 
Canada, the index for the former rose to 138 while that for the 
latter rose to 286. The tables given below indicate illuminating 
trends for bank credits to shift from shorter to longer-term 
accounts in the years after the first Great War ' : 


1918 20 i 22 28 24 25 26 27 Js I) 
U.S.A.: 
(a) 100 87 136 124 125 134 180 141 14 164 16% 
(b) 100 90 158 189 180 195 198 206 242 a1 247 
Canada: 
(aì) 100 82 100 94 72 85 89 104 #2117 13) 136 


: (b) 100 165 238 218 266 319 821 303 334 5 286 


(a) Total discdunts, loans and advances 


b) Securities and participations 


t Memorandum on Commercin! Ranke (1919-29), Teague of Nations Table V 
p. 3). 
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The parallelism between the imovemnente of credits and 
deposit as brought out in the above tables, -however rough it 
may be, is a very striking phenomenon and can hardly, be purely 
= accidental. `‘ It would appear to reflect a change in the character 
J — the operations of the commercial banks or a strengthening 
of tendencies previously at work in Europe at any rate.” 
The banks devoted less attention than formerly to discount 
credits and were to an increasing extent financing industry by 
direct advances either on current accounts or in the form of 
long-term loans. 

The continued increase of deposits in the case of the German 
banks, it may be recalled, brought about a change in their 
eharacter. They became more and more akin to deposit banks 
in pre-war England and America. The same factor, viz., the 
growth of deposits, altered the status of the commercial banks 
elsewhere in quite a different, nay, quite an opposite direction. 


Reconstruction of the Theory of Commercial Banking : ; 
i t ‘ 


This widespread drift of commercial banks into investment 
channels naturally excited a great deal of comment. It 
served to focus attention on the sound principles of com- 

h mercial banking in a manner which would never have been 
thought of before. It seemed as if the entire basis upon 
* which commercial banking theory was built were being 
shaken to its foundation. Conditions had changed so entirely 
since the first Great War, and the incidence of the world-wide 
depression on industry had been so severe, that opinion » was 
rapidly gaining ground for a reconstruction of the whole theory 
of commercial banking. The orthodox theory of commercial 
banking had been developed long before organised stock exchanges 
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ise case: of ałmost all countries. The exceptions are few and 


spread over the world. In those days the market for securities — 


immobilised: they were not convertible into cash at will or 
ah rae nediately. In the circumstances, the trade discount or the 
comm mercial Bt was regarded as self-liquidating and definitely ; 
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and widening of the market for ——— bonds, their unsale- — 
able character has been removed and the whole question of ** bank 
liquidity ** has come to be viewed from an entirely new aspect. 
Marketable securities have begun to be considered, not unjustifi- 
ably, almost as Kquid as, nay, even more liquid than, the A’ 
customer's’ ordinary paper. Fôr the banks can immediate!y — 
furnish themselves with cash by their sale whereas the customer’ LEA 
paper cannot be realised upon until the date of maturity. The 
‘eal bills doctrine, according to which commercial bank earning _ 
assets should be restricted to real bills of exchange or self liquidat- 
ing commercial papers, has been chal'anged in recent years by — 
well-known writers. It has been denied that self liquidating — * 
loans can be liquidated in large amounts without disastrous 
consequences for business activities. Any individual bank, iv 
has been urged, will be in a liquid position if only it has assets, 
regardless of their nature, which can be sold readily." The- 
meaning and nature of the concept of “* bank liquidity ™ has — 





thus undergone a remarkable change and the practice of com- 


mercial banks to invest in marketable securities and to make loans 
secured by them has rapidly developed.* 

The point has been made that in normal times and only 
excepting a serious financial crisis, high-grade bonds having a 


wide and active market may be liquidated without extraordinary 


losses. The commercial banks may therefore increase their 
reserve ratio more quickly through the sale of bonds than through 
the liquidation of the customer's paper. In times of emergency. 
however, the securities can be sold, if at all, at such heavy losses 
as to make liquidation impracticable. But it may be contended - 


that in a crisis no paper is liquid. 


It may, indeed, be argued that the desire to keep commercial 
banking assets liquid because the deposits are at call or at short 
notice is a survival of a state of affairs which has ceased to exist. 
Individual banks are no longer exposed, in the same sense as of 


old, to their depositors coming and asking them for cash. ‘The 
method by which the public, if so willing, proceeds to withcraw 
Savings from the bank has changed. As Mr. Robertson has 


observed, * At present if depositors want to withdraw savings 


* L- W. Mints. A Histury of Banking Theory, pp. 264-65 


> 3 Memorandum on Commercial Banks (1925-39). League of Nation 
1934, p. 7. 
* -4 Secial Aspects of Commercial Ranking Theorv my arfi Fi hiy P | Pew tf l 


in the American Reonomis Henrie. Jane, 1933, p. 219 
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trom ae — it — take the form of — for notes 
bi at of ‘spending their money more rapidly. "1 From the point of 
rm view of the banks as a whole nothing is withdrawn and there is 
= practically no danger that anything will be withdrawn. 
S ' Though each individual deposit were payable on demand, the 
= whole mass of deposits constitutes a mass of monetary obliga- - 
~ tions almost as fixed and immobile as. the most stagnant type 
of banking asset.’" Industry is now obtaining its current finance 
from funds raised in the capital market and even more out of 
profits put to reserve. Banks are, therefore, deprived of an 
important type of their business. In the circumstances a case 
for a change in the policy of commercial banks with reference 
to industry is being put forward in many quarters. Thus Mr. 
A. T. K. Grant in a recent publication, referring to the prevailing 
tendency of British banks to remain holders of Government secur- 
on a large scale, strong'y urges them to reconsider their rela- 
with industrial undertakings and explore the possibility of 
lending either directly or through associated financial enterprises 
for longer periods | than they were then prepared to do.* The 
danger of losing through this type of lending will not be greater 
than the risk of depreciation on holdin long-term Government 
securities. In more recent times owing the special circum- 
stances created by the Second World War, well- known bankers in 
England and the U.S.A. are thinking in terms of a relaxation of 
their conservative codes of banking policy and of widening their 
horizon.” 





Merits of Mixed Banking : 


onia Come —— 
This drift of commercial banks into the investment field is not 

_ without its advantages to industry. The history of German bank- 
ing furnishes ample evidence as to how commercial banks carried — 

on industrial financing without serious risks and certainly not 

: without success. Judged by results, the combination of banking 
= functions has not also been unsuccessful in Denmark and Switzer- 


‘ Minutes of Evidence, Committee on Finance and Industry, Vol. I, p. 229. 
— 1 A. T. K. Grant, A Study of the Capital Market in Post-War Britain, p- 188. 
pat: banks will be well-ndvised to take a wider view and in one way or another to 
lend for longer periods when they are satisfied that their clients are solvent. Certainly 
‘the danger of losing money throngh this type of lending might be less than the danger 
Fg depreciation on holdings of Jong-term Government securities — at ee “fo 
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Jand. The deposit banks in Denmark have for a long time issued 


with success industrial shares and debentures and also made large 
loans against securities... As Mr. Whale has pointed out, ** ‘The 
industrialist is in contact with the bank through his ordinary 
banking connection «in the investment market. The bank knows 
his business intimately; it can help him with the capital he 


requires for its development either by undertaking an issue of © 


shares and debentures immediately or by making an advance in 
anticipation of such an issue at a later date; it can advise even 
as to the outlook in the investment market, and finally when an 


issue is made, its influence with the investing public goes far to 


tee 


ensure the successful placing of the securities. 


The mixed system of banking is not necessarily incompatible 


With sound banking. We do fully recognise that the primary 
duty of commercial banks is to look to the safety of the funds 
entrusted to them by the depositors. For that they have to k 
their assets as liquid as possible. We are not for a mo 

suggesting the adoption by them of any policy that would lock 


up their short-term funds, the demand deposits, in long-term 


loans to industry. But the paid-up capital cf the banks, their 


‘surplus funds and the time and savings deposits represent 


resources which stand in a wholly different position from demand 
deposits; these are not subject to repayment on call. If capital 
and reserves are relatively large in proportion to deposits, and if a 
considerable portion of the deposits constitutes time and savings 
deposits, a portion of these funds may perhaps be legitimately 
employed in the long-term financing of industry. Real savings 
deposits represent investment surpluses of individuals and may, 
therefore, be properly used for fixed capita] investment purposes. 
But an essential preliminary condition to the pursuit of this 
course With safety is the complete legal segregation of the savings 
bank department of a commercial bank, having its own books 
and balance sheets and separate special assets to meet the claims 
of its depositors. A much more legal and actual differentiation is 
also called for between time and demand deposits than exists at 
present. The possibility of confusing the two accounts must 
definitely be precluded. Time deposits may be made subject to 
90 days’ notice and the right to require notice should be obli- 


t A. M. Allen, cte., Commercial Funking Legislation and Control, p. 2 
* P. B. Whale, Lectures on English and Continental Punking (delivered March 


26 1931), Journal of the Institute of Pankers. July, 1931, p. 387 
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8 PAER — — They should also be — 
to pass book type accounts and limited in size to a certain maxi- 
mum. Only under such circumstances may the time and savings 
= deposits be employed for long-term financing transactions, always 
a = taking-care that such funds are held absolutely in the soundest 
f assets. ` 
‘ The seriousness of risks may be greatly reduced by the _ 
pursuit of a cautious and judicious policy of carefully selected 
investments and by working in Syndicates. Among industrial 
securities, high-grade bonds having a wide and active market 
may be chosen, and the principle of diversification of interests 
may be followed carefully. The machinery of valuation 
must be highly improved to guard against defective valuation, 
when advances are made on security of block of industrial 
concerns. Real estate loans should, however, be avoided as far 
as possib'e. They proved, it may be recalled, the weakest link 


in the recent American banking developments. ‘There is a 
practice among certain banks of Europe to obtain funds for their 
less liquid investments by issuing 3 to 5 year debentures. Ter 


instance, the L'Union de Banques Suisses in Switzerland derives 
part of its working capital from the issue of its own bonds. The 
funds raised in this manner may also be legitimately employed 
for industrial financing. 


Its Drawbacks : 


At the same time it must be remembered that there are 

certain serious drawbacks of any such change in the policy of com- 

- mercial banks. The investments of the resources of the banks in 
bonds and other securities is doubtless highly profitable in the 
years of prosperity and boom but in the years of depression when 
prices of securities depreciate, they find that a considerable portion 

of their assets have not only become ** frozen °’ and unrealisable 

but that most of the value has disappeared. The deposit banks 
which had also become banques daffairs found themselves in a 
; hopelessly exposed position in the financial blizzard of 1931 that 
sawept from one end of the world to the other. The American 
_ banks, which had heavy commitments in the stock market either 
directly: or through their investment affiliates, were serious'y 
_ affected by the sharp fall in security prices. Dr. Goldschmidt a 
is aa ti ated that all told in the portfolios of commercial banks 
me-half to ‘to. billion — of — became | seriously 
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3 endangered and even completely frozen in the crisis. Even 
at the minimum quotations of 1932, losses on these ho'dings 
-amounted to more than one billion dollars representing about 
ie — of the capital and reserves of all commercial banks." The 
‘French and Japanese banks also suffered tremendous losses 
owing to the pursuit of the same policy of heavy investments in 
- industrial securities. In an earlier period (1920) the Swedish 
banks had to write off 700 million kronor mainly on account of 
industrial debts.” 
There is another serious risk attending such practice. 
The policy of long-term investments is apt to be frequently carried 
beyond the limits of prudence. The banks will then be placed 
in a hopelessly unliquid position. In France the Banque 
- National de Credit broke down in 1932 owing to a policy 
of imprudently immobilizing a considerable portion of its capital 
in industry and not sufficiently spreading out its risks.” At the 
same time it must be noticed that “the other banques 
de depots which had taken the necessary steps to strengthen the 
_ liquidity of their position at the first signa’ of | the approaching 
financial crisis were not so badly affected." The disastrous 
consequences of imprudent management are also illustrated by the 
difficulties of the Austrian Creditanstalt which were directly trace- 
able to its being inextricably involved in the fortunes of Austrian 
industry. The activities of the American banks in the 
stock and the real estate market during the boom of 1929 clearly 
__ demonstrate where this policy of mixing functions may ultimately 
lead the commercial banks. They fostered a spirit of specula- 
tion all over the economic structure which ultimately became 
| “an epidemic and one so virulent that none of the usual anti- 
toxins could stop its course until it had driven stock exchange 
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quotations and real estate value to dizzy heights, placed several 
billions of very questionab'’e home and foreign securities and 
y * lulled an increasing number of people into the illusion of paper 
BAA 
* r t HR, W. Goldschridt, The Changing Siructare of American Banking, p. 105. 
us * “= Banking and Industry in Sweden “—an article by K. Weling Perger in The 
AY Times Trade and Engineering Supplement, Banking Namber, Jone 30, 1928, p. 19. 
——— a Tho Bank has made large advances to the Comptoir Lyon Alemond It got into 
> diMicuities in September: 1931, and a run on ct bagan. The State had to interfere, 
| resting a guarantees fund. Early in 1932 it was decided to wind up the institution and 
. _ tranafer its business to a new cunpany, the Banque WatiAna! pour le Commerce of 
Vindustrée whose capital was guaranteed by a Syndicate including the Bank of France, 


the Credit Lyonnais, ete.—The Statist, Int. Banking Sec., Nov. 12. 1932. Also Memo 
on Commercial Banks, 1925-35 (League of Nations), Geneva, 1994, p. NR 
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Soe Banks in America had rushed reck- 
lessly into the investment field. As a result many of them became 






A doors. Even Federal Reserve Banks could not render any 
p assistance to the distressed | institutions as their real estate 
_ holdings and bond portfolios were not eligible as a basis of loan 
with the Reserve Banks. In connection with these bank 
failures some start!ing disclosures were made as a result of 
Congressional investigation which showed that various illegalities 
and excesses were committed by the more speculative banks and 
their numerous affiliates. Affiliates, for instance, were very 
frequently employed by the banks to give their own stock an 
activity and popularity which they did not possess. ` Some 
entered into speculative commitments for the short or the long 
run, some financed stock operations of officers and directors of 


parent banks, others muddled in real estate operations and often 


manipulated the stock of the parent banks buying and selling 
and participating in pool operations."’ These activities are 
calculated to earn enormous profits so !ong as there is an upward 


tendency of the market but must end in losses as soon as the 


* 


ly. waterlogged with long-term bonds and real estate 
= loans which were absolute!y unrealisable and had to shut their 
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market falls. The panic of 1929 was “ essentially a stock — 
market convulsion "* produced by the speculative activities of- 


the banks and their subsidiaries.” 


Post-Depression Reaction—the Drive Aqaimst Mixed Banking: 


The American Banking .Act of 1933 took a serious 

. view of the speculative activities of the banks and their 
affiliates. The American public’s fingers had been badly burnt 
and the whole development had come to Þe universally 
condemned. The Act was vital'v concerned with the dis- 
persal of the menace of the banks’ security affiliates; and a 
considerable portion of it was occupied with this particular 
question.” Under its provisions commercial banks must divest 
themselves of their interest in any investment affilate and must 
shun all issuing and underwriting activities. The Act endea- 





Ranker, February, 1931, p- 1A5. . 


3 Sections 18. 18, 20, 92 ənd 33, $ — 
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_ 2 " Speculative Activities of American Bankers "—an article by H. P. Willis * 
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- = cial and investment banking not only by tabooing the secu — g 

a affiliates of the commercial banks, but also by providing ok. ae 
5 ~ sures which were designed to keep investment banking strictly — 
within its legitimate province and restrain it from infringing on 
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- _ issue, flotation, underwriting, public sale, or distribution of 


stocks, bonds, debentures, notes or other securities; but invest- 
ment banks were also denied the right to receive deposits subject 
to cheque or to repayment on presentation of a pass book, certi- 


ficate of deposit or other evidence of debt upon request of a 
depositor. Inter-locking directorates were declared unlawful 


and no officer of a member bank would be permitted to become 


a manager, director or other officer of an investment house.’ 


‘The Banking Act of 1935 further provided that the total amount of 


investment security of any one obligor held by a national bank 


è. 


= should not exceed 10 per cent. of its capital and ‘surplus* 


The segregation of commercial banking from investment 


. banking proper was not peculiar to the United States alone. 


Indeed one of the 
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those who were holding industrial securities 





banking functions during the erisis in a number of countries 
prompted legislators to bring about a divorcement between 
commercial and investment banking. In Germany, it will be 
recalled, the German Credit Act of December 5, 1934. definitely 
curbed the investment banking activities of the German banks. 
In Belgium from Ist January, 1936. all deposit banks, t.e.. 
‘* those whose business it is to accept funds at interest payable 
within two years’ were prohibited from taking shares or 


participations in any commercial or industrial enterprise and 
were required to 
give them up before ‘that date.* Swedish banks which had 


> t ** The Banking Act of 1933" —an article bv R. B. Westerfield in t! raurnal of 


Political Economy, December, 1933, 


Fanrenal of 


2 “The Binking Act of 1085°"—-an article by H H. Preston im M 
Political E MAMY, December, 1935. 
— A. Allen, atc., Commercial Ranking Legislation and Contr 
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commercial banking. Thus it was not only prescribed that — 
after one year of the passage of the Act no member bank might _ 
be affiliated with any institution engaged principally in the 


most remarkable trends of commercial bank- | 
ing in the years after the crisis was the displacement of 
= “mixed banking" not only in countries where the functions, | 
¢ originally separate, became mixed up in the post-war years but 
also in countries which were the traditional homes of such 

Bing. The widespread havoc caused by an intermixture of 
















































ier country, Italy, where there was a 
bankı ng — of long-term financing ‘of industry, recent 
T changes in banking law strikingly illustrate the same tendency 
tow: ards a complete separation of functions. The law of 1935 
5 _ prohibited the Argentine banks to hold for a period longer than 
k two years after their purchase industrial shares or debentures to 
; an amount exceeding 10% of their capital and 25% of their 
surplus and to participate in industrial, commercial or agricul- 
tural enterprises of any type.’ 

A survey of post-depression banking legislation in various 
countries discloses further an almost universal tendency to restrict 
ownership of real estate except bank premises. The case of Ger- 
many has already been mentioned. In Sweden banks were not to 
acquire real estate except as a result of foreclosure but must dispose 
of it as soon as possible. In Denmark ownership of real estate other 

than bank premises came to be restricted to 20% of the banks’ 
capital. In Italy all proposed purchases of real estate had to be 
submitted to the Bank Inspectorate. In America, no doubt, the 
terms on which national banks could make real estate loans were 
somewhat liberalised by the Banking Act of 1935. ‘They 
were permitted to lend against real estate for a period of ten 
years against a maximum of five years formerly and under certain 
conditions up to 60% of the estimated value of the property 
: against 50% formerly. The aggregate amount of real estate 
loans to be made by national banks was also increased from 
50% of their time and savings deposits or 25% of their capital 
and surplus to 60% of their time and savings deposits or 100% 
of their capital and surplus which ever was greater.” But this was 
against the main tenor of recent banking legislation. The disas- 
trous experience of American banks with such loans during the 
last boom did not certainly warrant such relaxation of law. 
Speaking in 1931, it was argued by Mr. P. B. Whale that 
the advantages of the mixed system to industry might perhaps 
i be’ best secured without exposing the depositor to any greater 









* ae Allen, Cope, Dark, ete 
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. Commercial Banking Legislation and Control, pp. 27-28. 


* "an article by H, H, Preston in the Journal i 
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er the I kaa system ‘by the association of 
* füliated financing and issuing institution. I 3 
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br —— American and French | commercial, banks to eatablish the 
—— aiury companies to carry on transactions hitherto con: 
* be outside the sphere of their activities. In Italy also 
' a | kind of association of a commercial bank with an ‘afflia 
Mi maoin institution was achieved in another manner. 

_ America and France cor unr 1ercial banks established subsidiaries — 
to carry on investment banking functions, while in Italy they — 
tended to shed their mixed banking character by — 
= affiliates to engage in industrial participations. When in 1930- 
y the Credito Italiano was merged with the Banca Nazionale di 
G Credito, it was decided that the former should specialise in 
banking business proper and the latter in long-term industrial 
= financing.* By another agreement the industrial investments of 
pan the Banea Commerciale Italiana were taken over by a financial 
fie — viz., the Societa Finanziaria Industriale Italiana.’ It 
F be recalled that the establishment of subsidiary companies 

d similarly tended to bring about a separation, and not 
Ree fusion, of banking functions in Germany. When the credit 
— banks swerved round once again to deposit banking on the lines 
of the pre-war English system, special investment companies 
~ eame to be established by them.* Prof. Henry Clay addressing 

the Manchester Statistical Society in 1932 also suggested that 
British banks might consider the possibility of forming security 
affiliates on American lines for the purpose of providing long- 

term capital to British industry. The suggestion was warmly 
endorsed by the Economist, though the paper stressed the 

= importance of studying closely the implications and consequences 
of the American system of security a affiliates.” But the inherent 
dangers in the operation of the security affiliates were c learly 
exposed during the inflationary period in America culminating 





JS — 

ate J P. B. Whale, Lectures on English and Continental Banking ide 
* 96, 1931), Journal of the Institute of Bunkers, “June, 1931, p. 590 Ë 

A 2 The Statist, International Banking Section, ———— 9. 1982, p. 704 

3 The Statist, Tth and lith November, 1931. 

4 P. B. Whale, Joint-stock Banking in Germany, pp. 272-75 

3 The Economist, March 12 and April JO, 1932. 
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-n bark ys ‘of 1929, and. we. be eve that heir 
ishme ent t ill okionjated. to as more harm th — 
ing z collapse, as already noted, further —— have * 
brought out in their plan of operation. The disastrous — 
rons ne * of the speculative activities of the American banks’ 
ates are still fresh in the public memory and must be taken _ 
s account when recommending their formation by the com- — 
ercial banks of any country. The manner in which they = 
ater ad into an orgy of speculation and involved the parent banks 
in. enormous losses shattered all confidence in American banking. 
for all these reasons we hesitate to make any recommendation 
rg ; Tor adopting a similar policy of establishing security affiliates by 
commercial banks. We have no doubt that neither Prof. Clay 
= nor Mr. Whale would ever have approved of the establishment of 
= security affiliates if they were speaking in 1933 after the wild 
and nefarious activities of the American subsidiaries had been 
exposed to the full blaze of publicity as a result of Congressional 
investigation. 
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| _ CHAPTER V 


PROBLEMS OF INDUSTRIAL FINANCE IN INDIA: 
BANKS AND OTHER FACTORS IN INDIAN 
INDUSTRIAL FINANCING 





The relationship between banks and industry having been 
examined, an analysis of the main problems of industrial finance 
in India may now be attempted. The principal agencies for the 
supply of industrial finance in the country are (1) Joint-stock 
banks, (2) Managing Agents, (3) The State, (4) Local banks 
and Loan offices, (5) Indigenous bankers and money lenders. 
Deposits from the public also form an important source of finance 
in the cotton mill industry in some centres. Among all these 
factors, the Managing Agents have played the most important 
part and constitute a unique feature of Indias business 
organisation. With the passage of the State-Aid to Industries 
Acts in the various provinces in the country after the first 
Great War, the State began to take an increasing interest in 
the financing of the industries of India. A detailed examination 
of the managing agency system with particular reference to its 
function as a supplier of industrial finance will be made in the next 
chapter. A study of the part played by the State in the provision 
of industrial finance and an analysis of the working of the State-Aid 
to Industries Acts in the different provinces of the country will be 
made in a subsequent chapter. A review of the similar activities of 
the State elsewhere in the years after the First Great War will form 
an interesting and useful background for such a study and will also 


be attempted later on. The present chapter will be devoted to an 


examination of the main problems of industrial finance in India 
and the part played by the banks and other factors in providing It. 

In the western countries the question of providing initial 
capital and that for extension and reorganisation of industry has 
assumed in recent years important proportions, and the problem 
of furnishing working capital to industry is only subordinate to 
that. The demand for short-term industrial credit has been met 
there fairly adequately and cheaply. The complaint on the part 
of industry is chiefly about long-dated capital. šut the problem 
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‘Bombay and Madras. Some commercial banks bave also been known to have 
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of industrial finance in India is not limited to the provision of 
long-term capital alone. The insufficiency of working capital 
and the high cost of such as is available are an importans 
element in the problem of industrial finance here. While the 
attention of western countries in recent times has been principally 
directed towards solving the problem of long-term industrial 
finance, India is concerned with the question of both short and 
long-term financial facilities for her industries, 

Indian industry has to labour under specially great diff- 
culties to raise its requisite long-term finances, whether for initial 
capital expenditure on land, machinery and buildings or for 
development, extension and reorganisation. The Indian invest 
ing public are proverbially shy and are reluctant to make direct 
investments in industry. Land constitutes perhaps the most 
attractive field for investments in India. Even those who seek 
other avenues of investments show a remarkable preference for 
government securities, municipal and port-trust loans and postal 
cash certificates, rather than for industrial shares and 
debentures. * 

The banking system is modelled closely on the lines of the 
English deposit banking as tt stood before World War I which has 
a long tradition of maintaining an attitude of aloofness from in- 
dustry ; and as such it is not at all equipped for the provision of 
long-term finance to industry. India has not the continental 
system of banking organisation nor does she possess the issue houses 
of England or the investment banks of the United States of 
America. Industries in India are unable to have their shares and 
debentures underwritten as is commonly done in the West. One 


_ or two wealthy financiers or firms of brokers may have occasionally 
“underwritten the shares of some industrial companies. But 


there are no firms or groups of capitalists who make a regular 

business of underwriting industrial securities. There have even 

been instances in recent years where the promoters of certain 

public utility companies failed to get their issues underwritten 

on any terms.* Insurance companies are large institutional 
B f, : 


I! Report of the Indian Central Banking Enquiry Committee, Vol. I, Pari I, p- 432, 
2 Replies to a special questionnaire, Calcutta Stock Exchange Association, Ttd.— 
Indian Central Banking Enquiry Committee, Vol. Il, p. 683. Tn more recent years o 
number of well-known stock brokers have under-written industrial ixsues in Calcutta, 


written shares and debenture issues of industrial companies. Such underwriting Activities 
; 


are bo be witnessed chictly during boom periods. 
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investors of industrial finance elsewhere. In Japan and the 
United States particularly they have played an important part in 
the provision of long-term finance by investing in mortgages on 
real es and on factories as well as in industrial securities.“ 
The table given belôw showing the investments of insurance 
companies in Japan illustrates the°various ways in which they - 
have furnished this long-term finance’ :— 











Year. No. of Mortgages ou Mortgages on 
Insurance Cos. real estate. factories. 
(In thousands of Yen) 
1932-33 it tee 82,070 118,836 = | 
Loans on securities. Stocks. Debentures. k 
220,418 332,179 482,828 >, 


The investments in the National and Local Bonds were 
only 212,727,000 yen. In the United States the funds of life 
insurance companies are. frequently placed in mortgages and 
unlisted securities which sare not particularly marketable but 
which afford a good yield.” In England also the distribution of 
insurance companies’ investments (1934) show that between a 
quarter and a third of their funds are in the form of securities 
in railway companies and industrial enterprises. The tendency 
towards an increased holding of industrial securities has mani- 
fested itself since 1920 and has been accentuated in recent years.” 
In India, on-the other hand, insurance companies have always 
put the bulk of their funds in government or semi-government 
‘securities and have generally avoided industrial securities and 
real estate mortgages. It is only in recent years that they have 
been taking an interest in the latter and the percentages of their ~ 
investment in shares in Indian companies and mortgages on 
property have been increasing. But the majority of insurance 
companies in India have very little to do outside government, 
port-trust and municipal securities, and 70% of their assets are 
still invested in them.* Under the provisions of Sec. 27 (1) of the 


1 Thirty-fourth Finanec.al anid Economic Annual of Japan, 1934, pp. 112-13. 

: C., P. Biddle and G. E, Bates, Inrestment Banking, pp. 11-12. 

3 A. T. K. Grant, A Study of the Capital Market in Post-War Britain (1937), 
pp. 189-90. 

á in 1921, 1.5 p. c. of their assets waa invested in ahares of Indian companies 
and 1.67 p. c. in mortgages, The percentages in 1936 rose to 6.77 and 3.88 respectively. 
fArticle in the Calcutta Review, June, 1959, p. 225.) TIn 140 a littl over 6 p. c. was 
invested in industrial shares. In 1949 this percentage, however, is found to have been 


doubled, : 






Act,’ the insurance companies of our 
h ompelled to invest 55 per cent. of their liabili- 
ties — í of life insurance policies in government and govern- 
ore ———— securities. Whatever scope was available to insur- 
— ance companies for providing industrial finahce has been seriously 
oe +4 curtailed by the Insurance Amendment Act, 1950 which rigidly 
PR 4 controls the investments of insurance companies. In recent years a 
= few investment companies have been started but all of them cannot 
‘ be characterised as investment trusts. Most of these companies 
are small sized and a large proportion of their investments consists 
of government and semi-government securities, so that holdings of 
industrial shares and debentures are relatively small.* 






f Methods of Raising Fixed Capital for Indian Industry : 


The financing of fixed capital expenditure of industty is, as 
elsewhere, sought to be done out of paid-up share capital. The 
bulk of this paid-up capital is ordinary or common stock. Prefer- 
ence shares have been issued in some cases but they are not very 
popular in India: It appears that jute mills have relied more than 
the cotton mills on this source of financing. Out of the 59 jute 
mills given in the Investors’ India Year Book (1938-39) as many 
as 52 issued preference shares, The amount of capital raised by 
means of preference shares formed nearly 34% of the total capital 
of the mills. Only 25 cotton mills out of 60 quoted issued pre- 
ference shares amounting to 18.2% of the total paid-up capital. 
In the tea industry ont of 130 companies only 25 issued preference 
shares amounting to Rs. 76,35,000 while their ordinary shares 


were valued at Rs. 4,82,11, 400 and the preference shares, there- — 


fore, formed only 14% of the total capital.” Of the 28 sugar 
companies quoted in the Calcutta Stock Exchange only seven 
issued preference shares (amounting to 8.2% of the total capital). 
In the iron and steel industry, the Tata Iron and Steel Co., Ltd., 
is a remarkable exception in that it raised 70% of its share capital 
by means of preference shares. 
a As regards debenture finance, itis also interesting ‘to note 
that unlike European countries, industries in India haye not 
i The Indian Insurance Act, 1935, Sec. 27 (1). 
* Bimalchandra Ghosh, A Study of the Indian Money Market, p. 278. In 


recent post-war years some investment trusts in India have shown a much higher percent. 
age of investments in preference shares and equities of industriel companies. than in 
- Government Becurities. 


ss Investorg India Year Book, Place, Siddons & Gough, 1938-39, 
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been able to resort to this form of finance to any very greát -~ 
éxtent. Debentures have always constituted an important source * 
out of which industrial concerns in western countries have 
derived the necessary funds for meeting capital shortage in block 
or the expenditure for extensions and replacements or even normal — 

working expenses. In India, in* some cases, extensions F 
replacements of plant and machinery have no doubt been —— 
by the issue of debentures. But they are, as a rule, limited in 
vogue and constitute here a very small proportion of. the nit 
share capital of industrial enterprises. The — 














debentures in industrial finanding in India.’ 


Joint-Stock Ccsapinics 
nm Calcutta list, 


Share Capital ... Rs. 76.80 crores — 
Debentures’ . ea — 


Out of 59 jute mills quoted in the investors’ India Year Book — 
(1938-39), had debenture capital and the percentage of debenture to | Pe 
total capital was 10. Out of 60 cotton mills quoted only 16 issued — 4 
debentures which represented 15.6% of the total share capital. = 
In the tea industry debentures formed 4% only of the share 
capital. In the sugar industry the proportion of debenture ty oe 
paid-up capital was higher than in any of the above industries. he 
It was 22.9% of the total capital.* 
The relative insignificance of debenture capital in India is 
due to a variety of reasons. Mr. (now Sir) K. M. Macdonald, 
Managing Governor of the Imperial Bank, made the point before |. 
the Indian Central Banking Enquiry Committee that deben- 
tures were not a popular method of investment with Indians, — 
because most of the Indian investors had an attraction for 
speculation. The favourite consideration with them was 
capital appreciation rather than steady yield. Debentures, as a 
rule, offered little prospects for capital appreciation and there- 
fore proved unattractive to them.” There may be a class of 
speculative investors whose, only consideration is capital 


t Toudian Central Banking Enquiry Committee, Vol. I. Part TI (Minority Report), 
p 335. 

2 Jo 1950 only 8.49% of the total capital of industrial companics on the Calcutta 
Stock Exchange List was raised by issue of debentures (Calcutta Stock J Year 
Book). 

& Statement of Kvidence of Mr. K. M. Macdonald, Indian Central Banking 
Enquiry Committee, Vol. I, p. 226, é 
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ciation but tha Á 
pularity of debentures. It does not explain the enormous 


amount invested by the Indian public in government securities, 
= postal cash certificates and municipal and port-trust loans. 
_ The prospect of appreciation in value of such securities is not 
H at all large, yet they attract ù considerable number of investors. 
The unlikelihood of capital appreciation does not count much. 

a It is the nature of the security offered which counts. When 
the security is satisfactory and the yield is sufficiently attrac- 
tive, the public will subscribe readily. In Calcutta, Jute mill 

- debentures have proved an attractive field for investment. Jute 
mills here have been able to issue debentures at rates almost as 
cheap as those for government loans. The rate current for jute 

mill debentures in 1929 was 5}% which was only one-tenth 

per cent. higher than the rate payable by the Government of 
India for its loans and nearly }% cheaper than the rate paid by 

the Bombay Municipality." Sound jute mill debentures have 
often commanded a price which gives an even smaller return, 
than is available in some government securities. The debenture 
issues of jute mill companies even under Indian managing 
agents, such as those of the Hukumchand Jute Mills and of the 
Birla Jute Manufacturing Co., have been sold without much 
difficulty. Debentures of tea companies are also sought after 

in Caleutta.2. Debentures of cotton mills have not, however, 

been so popular a method of investment in Bombay. This 1s 
entirely due to the low state into which the industry fell in 
recent years. Until the prospects of Bombay mills waned, 
debentures were even more current there than in Calcutta.” ; 

The payment of initial stamp duty has often been considered 

to be a cause of the unpopularity of debentures. In ‘addition to 

the usual interest, the industrial company issuing debentures has 

to pay the initial legal and stamp charges (7% plus charges for 
registration) and also an underwriting commission varying from 

2to 5%. But the question of initial stamp duty has hardly any 
bearing on the popularity or otherwise of industrial debentures. 

No stamp duty has to be paid on debentures by the purchaser 
unless they are in registered form, of which there are not more 


m 
1 


3 Capital, 19th Beptember, 1929. | 
: 2 Evidence of Exchange Bankers’ Association, Indian Central Banking Enquiry 
i> Committee, Vol, ITI, p. 328. 


a Statement of Evidence of Mr. F. E. Dinshaw, Indian Central Banh Enquiry 


+s —— Vol. M, p. 456, . Pt. * ti» 
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than about half a dozen in Calcutta. The stamp duty in that 
case is the same as for share transfers." 

The true reasons for the unpopularity of debentures must be 
sought elsewhere. In the first place, there are no issue houses in 
India to help the debenture issues. There are no institutional — 
investors which could take up the debenture issues of various 
industrial companies. The Imperial Bank of India Act of 1920 — 
did not permit the Bank to hold them, although that restriction 


has recently been removed on the establishment of the Reserve — ý 


Bank and the consequent passing of the Imperial Bank of India 
(Amendment) Act, 1934.” The other joint-stock banks do not 
take to them as there is not @lways a ready market for their © 
disposal. The size of most of the debentures is small and they 
` are taken up almost entirely by a limited group of financiers. 
The majority of the debentures issued by eotton mills in Bombay 
were taken up by Indian princes and wealthy merchants. An 
issue of debentures worth Rs, 25 lakhs by the Simplex Mills was 
entirely held by the Chartered Bank.* In the circumstances 
no real market is created for the issues. The debentures of the 
Tata Iron and Steel Company and of the Tata Hydro-Electric 
Company are two of the few exceptions where they have a regular 
market, 

The attitude of the banks has perhaps been most responsible 
for the unpopularity of debentures as a method of industrial 
financing in the country. The proceedings of the Indian 
Central Banking Enquiry Committee proved beyond the shadow 
of doubt that industrial concerns which had issued debentures 
were not looked upon with favour by the banks. Their credit with 
the banks became impaired and they found it difficult to secure 
bank loans and cash credits on the usual terms. It must be a 
very narrow view, as Dr. Jeidels observed, that simply because | 
a concern was not exclusively financed by its share capital, it was 
not eligible for banking accommodation.* 

In the western countries there are noticeable, in later post- 
years, two uypmistakable trends in industrial financing. 





war 

1 Calcutta Stock Exchange Association: Replies to a* special questionnaire.— 
Indian Central Banking Enquiry Committee, Vol. II, p. 682, 

® Section 15 (1) of the Imperal Bank of India (Amendment) Act, 1934 

3 Evidence of Mr. A. D. Shroff, Indian Central Banking Enquiry Committe 
Vol. ITI, p. 206. 

6 Discusions with Foreigu Experte, Indian Central Banking Enquiry Committ 


Vol, TV, p. 163. 








Ee ire * 
a. 4 * <i 

Juri — 5* — ri od 1925-31. ‘preference shares gained increasing 
, Pace among — in the West. There was an almost 
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ee erred rather than in ordinary shares which have to carry the 
che eae * of the industry. The composition of the share capital 
wee of business corporations accordingly underwent a remarkable 
= change. In the United States, preference stocks formed in 1929 
z 24.1% of common stocks while they had formed only 22.7% 
~- in 1924. Similarly in the United Kingdom, the percentage of 
A preferred to ordinary capital rose from 56.5% in 1924 to 58.4% 
in 1929.' This relative increase in preference shares was partly 
the outcome of the prevailing ec&momic conditions of a disturbed 
period which increased the general insecurity of business enter- 
prises. Investors were generally unwilling to face the full risks 
which the holding of ordinary shares must imply and were guided 
by considerations of ‘‘ safety "' rather than of “‘ yield.” But 
‘the tendency was also partly the result of an increase in the- 
number of small share-holders and in the amounts of capital 
accumulated by financial institutions such as insurance companies 
owing to widely dispersed small savings.” 

There was also a general tendency among capital importing 
countries in the West for debentures of business corporations 
to increase in relation to owned capital. Im Germany, for 
instance, the proportion of debt obligations to capital increased 
between 1925 and 1929 from 57.1% to 84.2% and in Hungary 
between 1927 and 1929 from 78.1% to 99:2%. Even in the 
case of the capital exporting countries the absolute, though not 
: the relative, amount of indebtedness increased substantially as 
. in the case of the United States or was well maintained at 

practically the same level as in that of the United Kingdom.“ 

* When the boom came to an end in 1929, industry in general 

had to carry a much heavier load of debt than in the preceding 

years of prosperity. The earnings rapidly shrank in the 

depression years but the fixed charges upon this debt remained 

as a heavy burden upon industry and took a-big slice out of the 

diminishing profits. The capital invested in equities may be 

| deprived of its dividends but the debt charges have to be paid at 
. all costs to avoid the risks of default. 


——— * The World Economie Sureey (League of Nations), 1092-43, p. 140, 
Tes 3 oe, pp. 138-99, > 
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It would be interesting to contrast these remarkable trends in _ 
the industrial financing of western countries with the position in — 
India during the period in question. It is unfortunate that D 
figures for ordinary and preference capital and for debentures of 


fon, . -g 


Indian joint-stock companies are not available separately. The y $ 
percentage of preferred to ordinary stocks and that of debentures by 
to paid-up capital in the case of business corporations as a whole — A 
cannot, therefore, be arrived at.' But from a study of- the 
position in the case of some representative industries: such 
‘cotton, jute, tea and sugar, there appears to be no evidence 

that the proportion increased either in the case of preference 
shares or in that of debentures. In the case of the tea ind 
for instance, for which detailed figures are available, the — 
in regard to debentures and preference shares was as follows :— 












Ta 
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For ths yea: Pref. Shares Ord. Shares Debentures 
1925 `...  25,20,000 2,58,36,000 8,29,000 
1926 =.. 25,200,000 2,59,48,150 6,30 000 
1927. ...  25,20,000 2,60,58,150 . 6,00,000 $ 
1928 _.  25,20,000 2,61,08,150 - 5,656,500  ~ 
1929 .. 25,20,000 >  2.57,48,150 4,63,500 a 
1980 ...  25,20,000 .  2,56,48,150 4,63,500 


The amount of preference shares remained constant while 
debentures declined relatively to total capital. A well-known 
firm of stock and share brokers in Calcutta has also informed the- 
writer that the trends observed in the case of western countries 
during 1925-31 were not noticeable in India.” There was here 
no tendency to construct companies with a relatively large 
proportion of debentures, although there were notable exceptions 
in connection with one or two sugar companies which were 
constructed with an unduly heavy proportion of debenture 
capital. | 

In India. the absence of any tendency for debentures to 
grow in relation to owned capital relieved industrial enterprises 


*, 


: The writer approached the Director-General of Commercial rite 
Statistics, Goverument of Indit, for the necessary figures but in a letter, dati thy 
Reptember, 1935, bo regretted that the figures were not availalete 

3 Source t Messrs. Place, Siddons and Gough, Stock and Share bore 


in their lette®d to the writer, dated the 6th February, 1006. 









CN ith an unduly heavy proportion of debentures, it has been 
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especially since the imposition of the excise duty, that 


— estimated profits did not materialise and they found themselves 





loaded with debentures for- which it was difficult to provide the 
interest." : 


Problems of Long-Term Industrial Finance : 


The difficulties of obtaining initial capital for industry, 
though no doubt.normally very great in India, have been papnePe 
over-stressed. Industries floated on sound lines and sf 






ing 
reasonable prospects of success have not been unable to secure 
the financial support of the investing public. This view is 
endorsed by the evidences of the Bengal Chamber of Commerce,’ 





the Exchange Banks Association’ and the Imperial Bank of 


India * before the Indian Central Banking Enquiry Committee. 
It is further supported by the representations of the Bombay 
Shareholders’ Association before the Government of India 
regarding amendment of the Indian Companies Act.’ The 
larger industrial undertakings, specially those under the manage- 
ment of well-known firms of managing agents, have hardly 
experienced any difficulty in raising the necessary amount of 
their share capital. The imprimatur of managing agents has 
not always been necessary. The Dhakeswari Cotton Mill which 
is not under the system of managing agents experienced no 
difficulty in raising the whole of its share capital.” In the case 
of the protected industries like sugar and matches there bas also 
been no lack of interest on the part of the investing public and 
in several instances the share capital has been wholly taken up 
within a short period of its issue. Industries which have offered 


-high rates of dividends bave not failed to attract investors and 


Latter to the writer from Messrs. Place, Siddons and Gough, op. cit. 
Indian Central Banking Enquiry Committee, Vol. TT, p. 472. 
Ibid., Vol. T. p G25. 





1 countries during the depression period. In 
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; -inthe tea industry, we have the testimony of a well-known tea — 
periods, it is well-kr ywn, the activities of the Indian public in the 
. stock market have bee: J—— 







stock ket h m even as great as those of any other pu lie 
_ in the stock markets of any other country. In the hectic years — 
. of the post-war boom enormous finds were freely invested — in A 


. P 


industry as will be evident from the figures given below, showing — 
ry he and 19 capital invested in joint-stock companies during 1920-21 — 
"TA 1 921-22 * :— | — ee 


Fiz age: | : Rs. ; * 
1920-21—41.2 crores. À 


4 1921-22—66.1 crores. * | van 
A good proposition has seldom lacked the support of the investing * 
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public. Whenever the investors regard in their own way that . 
.  @ concern is likely to be successful and promising, funds bave 

flown freely. The jute, cotton, tea and coal companies which — 
could give some assurance of success have always attracted the + 
investors.. Even in the case of a pioneering enterprise as the 
steel industry, the public have not failed to respond. It is 
indeed surprising that the Indian public have still been coming 
forward with their purse, although they were subjected to severe 
losses arising out of the numerous liquidations of joint-stock 
companies in the post-war slump and the enormous bank failures 
of 1913-17. 

There is no doubt that business outside the usual lines, 
untried and untested, has no attraction for the investing public, 
but this is true not only of India but also of every other country. 
The problem of raising initial capital is more acute in the case 
of smaller concerns in the larger industries and in the medium- 
sized and smaller businesses generally. Such enterprises have, 
it has already been noted, felt severe handicaps in raising their 
initial capital elsewhere where the capital market is highly 
organised. They must experience uncommon difficulties in 
India where the capital market is ñot organised at all and issue 
houses and underwriting firms are conspicuous by their absence. 

: Rice mills, soap factories, collieries, oil mills. hosieries anda 


1 Evidence of Mr. (now Dr.) Rahman, Bengal Provincia! Ranking Enquiry Com 


¢ i 
2 Indian Central Banking Enquiry Committee, Vol, I, Part 1, p. 900 
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— RRA m Get NoE smaller — are ‘unable 
btair n the “necessary — ‘initial finances for meeting the fixed 
vital expenditure on purchase of land, installation of 
om eel: and erection of factory buildings. If they are run off 
~ individual proprietary basis, the limits of the personal . invest- 
4n ments of the owners are quickly reached. Even when they are 
owned and managed by jointstock companies, they do not fare 
better in the matter of securing the initial capital. Generally 
speaking, the realisations from their share flotations fail to meet 

- their requirements for fixed capital expenditure.’ 
> Problems of long-term industrial finance, however, are not 
confined to the raising of initial capifal by means of share 
flotations. A more important group of problems is connected 
with the question of obtaining fairly long-term financial facilities 
during the development period of a business. The amount that 
is realised by the selling of shares is soon exhausted in acquiring 
‘the land, setting up the factory, installling the machinery and 
_. providing other equipments. The concern is faced with the 
acute problem of finding the requisite funds to develop and carry 
_ on the business, till it becomes a paying proposition. In some 
industries several years might elapse before the concern is able 
to come to this stage. <A reference to tea garden finance in 
Bengal and Assam brings into clear relief the difficulties 
experienced by Indian industries generally to obtain the necessary 
long-term finances during the development period. By its very 
nature the tea industry requires considerable initial capital 
expenditure. A garden to be worked economically should have 
- gn average size of at least 500 acres. The acquisition of land 
costs nearly a lakh of rupees. The expenditure on account of 
machinery runs to another lakh. There is further expenditure 
» to be met for construction of roads and bridges and for building 
Ž bungalows for managers and quarters for labourers. Besides all 
this expenditure, a considerable amount has to be incurred for 
opening out and carrying on an estate before it becomes a paying 
proposition. The garden begins to vield crops from the fourth 
year and becomes a paying proposition in at least the sixth or 
seventh year. The cost of opening out a garden has been 
estimated to be between Rs. 1,500 and Rs. 3,000 per planted 












= L Statement of Evidence of the Bengal National Chamber of Commerce, Indian 
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acre.’ Besides the three and half lakhs required for meeting the — 


initial fixed capital expenditure an almost equal amount has to 
be incurred without any return during the development period. — 
It has been found by experience that an Indian tea company is 
generally able to raise about 3 lakhs of rupees by floating shares — 
and hence the subscribed capital d6es not provide more _ than 
50% of the entire amount required.” The funds obtairfed from 
this source are exhausted in the course of two or three years in 
purchasing land and machinery and erecting buildings. Soon 
the gardens have to seek finance from outside sources to meet 
the expenses of the development period. <A legal and equitable 
mortgage of the property, garden and machinery has to be 
executed and the loans are raised on this mortgage from loan 
offices, Marwari merchants and other money-lenders for a period 
of 7 to 10 years.’ The rate of interest varies from 12 to 21% 7” 
in the case of advances from indigenous bankers and money- 3 
lenders and is a little lower (varying from 9 to 12%) in the case 
of those from loan offices or local banks.* In Assam the interest 
charged by the local Kyah firms for such advances is 12%.” 
No joint-stock bank will ordinarily lend against the mortgage of 
such property. There is also no other organisation which can 
make advances for a fairly long term on the security of the fixed 
assets of industry. Under the circumstances the rates of interest 
are unduly high and the guarantee of the managing agents or 
directors is to be given in addition. A worse feature is that 
loans even on such terms -are not available readily to the 
borrowers. The newly established concerns become sorely 
handicapped and are compelled in many cases to cut down their 
development programmes. Mr. E. S. Roffey, who had extensive 
experience of tea gardens finance, rightly observed that the 
most difficult and worrying business with the opening out of a 
tea estate was the question of obtaining the necessary finance 


thereof. 
1 


1 Evidence of Mr. E. g, Rofey.— Proceedings of the Assam Provincial Banking 
Enquiry Committee, Vol. II, p. 262. 

2? Evidence of Representatives of Indian Tea Planters’ Association, [odian Centra! 
Banking Enquiry Committee, Vol. IHI, pp. 675-76. 

3 Evidence of Representatives of Indian Tea Planters’ Association, 
Banking Enquiry Committee, Vol, Tit, pp. 675-76. Also Letter from 
Indian Tea Planters’ Association, Indian Central Banking Enaqimiry Committe 
p- 658. 

4 Bengal’ Provincial Banking Enquiry Committee, p 
s Asaam Provincial Banking Enquiry Committee, Vol. Il, p. 262 
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Te Á The same difficulties of obtaining the necessary finances 
= during the development period are found in a greater degree in 
the ease of the medium and smaller-sized businesses where, as 
HA already noted, the realisations from share capital are too slender 
* to meet even the initial fixed capital expenditure. Their depen- 
dence on outside sources “is even more pronounced. The 
necessary loans are obtained as usual from indigenous bankers 
at exorbitant rates of interest against the mortgage of real 
5 property plus the personal guarantee of directors or managing 
agents. Rates vary from 12 to 18% while 24 to 30% have also 
heen known. All this money for development though avowedly 
for the purpose of block investment is obtainable only on 
hundies.’ | 
Not only is there this problem of finding the necessary 
finances for newly established concerns during the period of 
development but there is the question of obtaining for the 
established concerns the capital required for extension, modern- 
isation and replacement of machinery. How seriously the lack 
of such capital is acting as a drag on Indian industry can be well 
illustrated by a reference to the position in the cotton mill 
industry of Bombay immediately before the outbreak of the 
War of 1939. Cotton mills required in many instances long- 
dated capital to enlarge the scale of operation and for installations 
of new plant and machinery, such as for combing and finishing, 
for mercerising, for loom widening and so on. To increase 
production and reduce cost, the replacement of old plant and the 
introduction of new methods and. systems of manufacture were 
. urgently called for. Without these innovations and additions 
| the import trade in important varieties of goods could not be 
captured. But the resources of the mills were hopelessly inade- 
quate to finance the development of industry along these lines.” 
Perhaps the most important problem of long-term industria) 
finance relates to the question of finding the requisite funds for 
carrying on the rationalisation of Ihdian industry. During the 
last few years the movement for rationalisation has gathered 
considerable force in the industrial countries of the world. 
Important and far-reaching schemes hafe been adopted in various 








Cenrtal Banking Enquiry Committee, Vo). IT, p. 604. 


. o > = Representation of the Bombay Millownera” Association to the Tarif Board 
AENT (Cotton Textile Industry), 1932, 


Statement of Evidence by the Benga; National Chamber of Commerce, Indian 
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countries, Germany, Italy, Japan, Great Britain and the United — 
Statse, to reorganise some of the larger industries such as iron 
and steel, cotton, coal, wool, etc. The wide variety of nter- wis 
national competition and the incidence of the unprecedented _ 
depression made it wrgent for almost every branch of industry to 
adopt some kind of reorganisatior®. Rationalisation of some of 
the major and important industries in India is also urgently — 
called for. In the jute, cotton, cement, sugar, steel and coal 
industries the problem has become specially important. The | 
financing of any scheme of reorganisation and amalgamation 

will require enormous funds. The failure in 1931 of the 
ambitious scheme of rationalisation in the Bombay mill industry 

well illustrates the difficulties of raising the necessary funds for 
financing such schemes. In that year a merger of over 30 mills 

was contemplated. A merger committee was formed and the 
Finance Member of the Government of India and the Imperial 
Bank of India were approached. Informal negotiations took _ 
place to find out the amount of assistance that would be forth- 
coming in carrying out the idea. But unfortunately the merger 
plan had to be abandoned because the difficulties of obtaining 

the considerable amount of the necessary finance were found to 

be specially great.’ It is only to be hoped that the considerable 
amounts of money necessary to finance merger schemes in other 
industries will be found and that they will not meet with the 
same fate as that of the Bombay mill industry. 








Indian Banks and the Financing of Industries 
T f 


The main problems of long-term industrial finance in India 
having been analysed, an examination may now be made of the 
part played by the banking system of the country in the financing 
of its industries. There has been for a long time an under- 
current of feeling that the Indian banks are reluctant to furnish 
fnance for fixed capital expenditure of industry. Not only 
before the Indian Industrial Commission of 1916, but also 
before the Central and Provincial Banking Enquiry Committees, 
a considerable number of witnesses made the point that the 
relations of Indian banks to Indian industry were far from 


’ Representation of the Bombay Millowners As 
(Cotton Textile Industry), 1932, p. 23. 










— the prevailing misconceptions as to the true nature and 
- functions of the German banks. 

. The Indian banking system consists of the Reserve Bank, the 
Imperial Bank, the Joint-Stock Banks and the Exchange Banks. 
The Reserve Bank of India is a true Central Bank and as such 
operates under the usual network of restrictions to which 
central banking institutions are subject. It can nermally have 
no interest in or close relationship with industry. The Imperial 
Bank of India, the biggest joint-stock bank in the country, was 
debarred by the Act of 1920 from granting loans for a longer 
period than six months. With the establishment of the Reserve 
Bank of India and the consequent removal of its character as 
a Central Bank, it has been freed from some of the restrictions 
that had previously existed on its business but even now it 
cannot make any loan or advance for a longer period except in 
certain special cases when the maximum is nine months only.’ 
It cannot also lend upon mortgage or in any other manner upon 
the security of any immovable property except in the case of 
estates under the charge of courts of ward.” The other Indian 
joint-stock banks are essentially commercial banks and are not 
equipped for the task of providing long-term industrial finance. 
The share of the Exchange banks in industrial financing is 
extremely limited. They are founded and controlled by foreigners 
and they cannot possibly have any interest in the indigenous 
industries. “Their activities have generally been confined to the 
financing of import trade and of the short-term requirements of 
export industries like tea and cotton. 
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Trends towards Long-Term Industrial Financing : 


Although. banking policy in, India has been 
confined to the provision of working capital to industry, yet there 
were at least two distinct periods in the banking history of the 
country when Indian joint-stock banks showed a remarkable 
tendency towards the long-term financing of industry. Attempts 
Snancing ‘were msde for: the: Mst: limia by -a 
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TEAL Riparian mostly in the Punjab, 


Swadeshi movement of 1906-13: The whole country 
swayed by the new spirit of Swadeshi and 
desire to foster the indigenous industries. 
pment of joint-stock banking took place about Fis 
The new jointstock banks undertdok various types of business 
and developed an unmistakable tendency to provide Berg asi 
finance to industry. They deliberately em —— their — 
in channels .closed to orthodox commercial ba 
took all the various methods of investment —— 
subscribed to the shares and debentures of industrial com A 
and freely advanced considerable sums on the rity of —— i 
machinery, plant, buildings, and so on. THe more prominent 
among these Swade¢hi banks which went in for long-term 
financing of industries were the People’s Bank of the Punjab, gi 
the Indian Specie Bank, the Hindusthan Bank, the Lahore Bank, Sir 
the Doaba Bank, the Marwar Bank, the Industrial Bank and the | 
Credit Bank of India.’ " 
The People’s Bank which had a paid-up capital of Rs. 13. ~ 
lakhs was started as an erdinary commercial bahk but embarked 
subsequently upon industrial financing. The Bank made large 
advances to various industrial concerns on the security of 
machinery and buildings. More than 90 lakhs of its money 
were sunk in them. The “‘ locking up '* of such a considerable 
portion of its resources brought about the inevitable crash and 
the Bank closed its doors. An- idea may be formed of the 
financial commitments of the Bank in industry from the 
enormous amounts advanced to the following industrial | 
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concerns —— 
Rs 
1. The Punjab Spinning and Weaving Mills Co.. Ltd 20, 00,000 
9. The Lahore Spinning and Weaving Mills Co, Ltd 7.50,000 
& The Pioneer Investment Co. Lid.. Lahore 8,50,000 : 
4. The Surat People’s Spinning & Weaving Mills 4,500,000 
5 00.000 


Debentures in the Lahore Spinning and Weaving Malls | 


t Vera Anstey, Feonomeic Derceclopment of Indes. p 7 
* Proceedings of the Sixth Annual Conference, Indian Econo 
à Indian Industrm! Commission, 1916, Minutes of Evilin gs V. Am. VII 











along with the —— Bank a loan 
Radiating to 18 lakko of Repscd to the Upper India Real Estate 
which speculated in land." 

The Hindusthan Bank heavily Rinaiiced the Punjab Musical 
Association, a theatre having no capital and the Punjab Bros. 
Company, a speculative shop? at Karachi.’ The Industrial Bank 
lent considerable sums to its chief promoter and his coneerns. 
The Bank made large advances to ginning factories and on the 
shares of allied companies. The Lahore Bank advanced large 
sums to one of its directors and its chief manager. It bad a 
large investment in a leather factory in which its promoters were 
interested. Similarly the Doaba Bank made advances to the 
Amritsar General and Flour Mills and to the Phagwara Millecin 
Kapurthala State in both of which its directors bad an interest.” 

A large number of other banks failed and there Was a severe 
banking crisis in 1913-15. No less than 34% of the total paid- 
up capital of Indian joint-stock banks was lost during 1913-17. 
The failure of many of these banks in this period is to be 
attributed to the fact that they advanced money recklessly to 
industrial ventures which did not pay? °° Frenzied speculation 
and imprudent and reckless loans ° characterised the activities 
of these * Swadeshi >` banks. Every known principle of invest- 
ment banking was violated. They were primarily deposit banks 
and the policy of locking up almost the whole of their resources 
in long-term industrial investments, unrealisable at the time of 
a crisis, was inevitably followed by disastrous consequences. 
Their paid-up capital was low in proportion to their liabilities, 
and the short-term deposits in many instances were employed 
for long-term financing of industry. The principle of carefully 
distributing the risks of investment was never followed. Again, 








the banks used to pay very high rates of interest, even 6% on 
the deposits. Hence they were obliged to invest in speculative 
enterprises to cearn sufficiently large profits to meet expenses 
and pay the high interest. Besides, the affairs of-the banks 
were grossly mismanaged. In almost every case the banks were 
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madè to finance the pet concerns of their promoters or to lend 
money to the directore and managers or to companies im 
which they were partners. One bank advanced no less than 
Rs. 71,72.637-13-1 out of a total advance of Rs. 1,07,09,000-14-1 
to companies or other, concerns in which some of its directors 
_were interested as individuals, directors or as joint-borrowers. In 
man¥ cases the management had been so utterly inefficient 
that doubts were entertained as to the bona fides of the, directors, 


There was a widespread feeling that the directors had advanced 


money knowing fully well that recovery was doubtful. Dividends 
~sometimes were paid out of capital and in sotme cases the 
companies’ assets were deliberately done away with. A debt of 
4 Yakhs of rùpees was found by audit to be due to the People’s 
Bank from the Ganges Flour Mills whereas the balance-sheet of 
the company showed no debt to the Bank. In the case of the 
People’s Bank and the Amritsar Bank the auditors pointed out 
that in many accounts interest was not being recovered and the 
same was being debited to different accounts and credited to 
profit and loss account. The financial position , of the debtor 
companies was extremely unsound and the securities held by the 
banks were not sufficient to cover the debts. It is interesting 
to quote the remarks made by the auditors in regard to the invest- 
ments of the People’s Bank in the Pioneer Investment Co. : 
“The securities held by the bank are short by Rs. 30,687-2-6, 
if the value of the shares of all the companies held as securities 
he accepted at par. But as a matter of fact, the value of the 
shares held as security has not only considerably fallen but (in 
our opinion) the majority of sares are not worth the paper on 
which they are written.” 

It has sometimes been contended that the crisis tn the 
Punjab banks was engineered by Europeans who wanted to put 
down banking in India. Their failure. it has been urged, was not 
due to the pursuit of any imprudent policy and the security was 
ample. the depositors in many cases being paid 16 as. in the 
rupee. But the startling disclosures made in the Liquidators 
Reports throw a flood of light on the activities of these banks 
They not only pursued a policy of reckless speculation but were 
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1 A pote prepared from the letter, dated the 12ih August. 1915 
Basantram A Sone, auditors of the People's Pank. fo th prea ta 
in the Arye Patrika of 25th Ortober. 101! Zee Indian Central Banking 
Enquiry Committee, Vol. I, p. 516 
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dish — PAGG es. From the preceding discussion, it is 
abundantly clear that the banking crisis was not engineered by 
— — designs of any interested party. It was entirely due to their 
own imprudent policy. As for the contention that depositors: got 
16 as. in the rupee after liquidation, it must be mentioned 
that. they were mostly paid after recovery from the unfortunate 
shareholders and seldom from the assets of. the banks themselves. 
The assets in the majority of cases were absolutely worthless. 

Tt was in the years after the first Great War that the same 
trend towards long-term financing of industry could be noticed 
once more among Indian joint-stock banks. During the war- 
end boom, there was an outburst of company floating activity 
and the opportunity was seized upon, as in the Swadeshi period, 
to establish ‘‘ banks’ for financing indigenous industries. 
The avowed object of these banks, we are quoting from the pros- 
pectus of one of the many that were formed, was ‘' to finance 
and assist the development of existing and new indigenous 
industrial and agricultural concerns. ' The spectacular indus- 
trial progress of Japan in the closing years and that of Germany 
in the earlier years of the nineteenth cehtury had captured the 
imagination of our countrymen and it was believed that the 
banks there had filled an important rôle in this rapid industrial- 
isation. The advantages to be derived from industrial banks 
and the part played by them in the industrial progress of Japan 
and Germany were also stressed in the prospectuses of many of 
the so-called industrial banks started at that time. Lack ` of 

T finance, it was urged, was hampefing the development of Indian 
industries in the same way.” Thus the idea of forming ** indus- 
trial banks "' originated and having once originated, spread very 
rapidly and soon developed into a craze for such banking. Like 
mushrooms they began to crop up everywhere," They became 
the fashion of the day, the vogue of the times and for some time 
one heard nothing but of industrial Danks, which made their début 
in the North and South, the Fast and West." 
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‘ay Prospectus of the Calcutta Industrial Bank, filed 24th Beptember, 1919, 

w : — cton of the Indian Industrial Bank, registered With November, 1919. 

ae —— a Statement of Evidence submitted hy the Editors, Indian Finance.—Indian 
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Among the banks which were started at the time with the 
title of ** industrial banks,’’ the following may be mentioned :— 


Industrial Bank. Paid-up Capital. Year of 
Rs. A. P. Registration 
1. The Tata Industriaf Bank ... 2,25,19,957 8.0 1917 
2. The Calcutta Industrial Bank — 79,53.570 0 O 1919 
3. The Indian Industrial Bank ye 3,483,367 5 9 1919 
4. The Karnani Industrial Bank ..  60,00.000 0 o \ 1921 
5. The Raikat Industrial Bank —* 2,47.000 0O O 1922 
6. The Luxmi Industrial Bank sms 1,01,000 0 © 1923 
7. The Mysore Industrial Bank ~ enh 6,07,000 0 O 1920 
8. The Industrial Bank of Western India 39,97,000 0O 0 1919 


Tlie Tata Industrial Bank . 


Among all thesé so-called industrial banks, the Tata 
Industrial Bank, the earliest and the largest of them, attracted 
considerable notice. Even the attention of the Industrial 
Commission was drawn towards it and they belauded in their 
Report the possibilities of industrial banking in the country on 
similar lines. 

The Tata Bank was established with an authorised capital 
of Rs, 12 crores, of which more than two crores were fully paid 
up by September, 1922. At the outset the Bank showed signs 
of a career full of brilliant promise. Its shares rapidly rose in 
the Stock Exchange and within three months from the date of 
issue they were at a premium of Rs. 60. They were sub- 
sequently at a premium of even Rs. 100. Besides the head 
office and two branches in Bombay, the Bank opened branches 
in twelve other centres: Calcutta, Rangoon, Madras, Hyderabad, 
Cawnpore, Lucknow, Delhi, Asansol, Aminabad, Hapur, Dhanbad 
and Chandausi. 

As an industrial bank, its special business, as outlined by 
its Chairman in a meeting of the bank, was to finance the 
development of new and existing industries, not only to promote 
industrial companies and support them by underwriting their 
shares and debentures but also to be always prepared to retain a 
considerable holding of shares in such companies, as an earnest 
of its belief in the bona fides and prospects of the companies 
concerned.: The Bank did not want to manage an industrial 


i Speech of the Chairman at a meeting of the Tata Industrial Bank, May, 1923 
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actually but —— to finance certain subsidiary com- 
The Industrial Finance, Ltd., was formed for the 
_gurpose. The holdings of the Bank in this company amounted 
to: -16,200 fully paid shares of Rs. 100 each at the end of 
September, 1922." 


The Bank, however, did not confine itselfeto industrial 


business solely. A glance at the balance-sheets that were 


published every six months reveals that it undertook every 
description of banking business, including that of exchange, 
acceptance of demand and fixed deposits, discounting of bills, 
granting of cash credits and demand loans, ete. 

The high hopes entertained about the Bank unfortunately 
failed to materialise. Although the profits of the ordinary bank- 
ing side of its business were well maintained) and compared 
favourably with those realised by other banks operating in the 
country, the results achieved by the Bank's industrial activities 
were disappointing. With every year its industrial holdings 
continued to suffer increasing depreciation. Within a short 
time Rs. 26 lakhs of its capital were locked up and later on at one 
time Rs, 40 lakhs of itg capital became entangled and a loss of 
Rs. 11 lakhs had to be written off its investment in new industrial 
companies.” In 1922 the authorities of the Bank decided to 
suspend the Industrial Department and to retire capital from 
industry and utilise it for ordinary banking. In the course of 
an explanatory memorandum issued by the Bank to its share- 
holders, dated 7th May, 1925, it was stated that the directors 
had decided to abandon industrial financing. The liquid posi- 
tion of the Bank was emphasised, the proportion of liquid 
assets to demand and fixed deposits being over 66%. 
Rs. 1,90,87,145-10-0 in advances repayable on demand and 
Rs. 1,72,67,174-8-4 in cash credits and fixed loans were sound 
and fully secured. As regards industrial investments the 
Bank stood committed to Rs. 27,40,506 only after being 
adequately written down. These — of the Bank's hold- 
ings in the following companies * :— 


1. The British Italian Corporation, London, to the shares 
of which the Tata Bank had subscribed in common with the 


v 


a Balance-shoct as at the end of S0th September, 1922, X — 
a ara aE Indian Ceneral Banking Enquiry Committee, Vol. TIT. pp. 171-72. a= 
: b. „Qirenlsr isaned by the Tata Bank to its — dated Se: Tit May, 208: 
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leading London Banks a sum of £10,000 which stood in the 
Bank's books as Rs. 1,10,000. 

2. The Industrial Finance, Ltd., which was formed to 
show separately the extent of the Bank's industrial holdings and 
the holdings of the Bank in such companies as the Nira Valley 
Sugar Co;, Ltd., the New India Assurance Co., Ltd., and the 
Tata Power Co., Ltd., which had not yet reached a dividend- 
paying stage had been transferred to this company. The shares 
of all these companies held by the Bank except those of the 
Assurance Co., and the Power Company were fully paid. 

3. The Tata Iron and Steel Company (Second Preference). 

4. The Bombay Electric Supply and Tramways Co., Ltd. 

There was a tremendous uproar at the Tata Bank meeting 
held in May, 1923, where the management was severely criticised 
by the shareholders. The desirability of abandoning industria} 
business and of returning to normal banking was stressed by 
several shareholders as it would be more conducive to their 
interest.’ At two extraordinary general meetings of the Bank 
he'd on the 19th July and 6th August, 1923, resolutions were 
passed for an amalgamation of the Bank with the Central Bank 
of India. The Bank went into voluntary liquidation on the 6th 
August, 1923, to give effect to these resolutions. Thus ended 
prematurely the career of the Bank on which the limelight had 
played ever since its establishment four years before. 

Whatever might have been in the minds of its promoters, 
the Bank was far from a well-conceived industrial bank. The 
activities of the German banks in the industrial field in their 
earlier stages had made a profound appeal to the founders and 
they wanted to transplant the German model on Indian soil. 
But evidently they had not the slightest notion as to the way in 
which German banking was actually conducted in relation to 
German industry. The union of commercial banking with 
investment trust business followed by the German banks in 
their early career was only seen but the fundamental principles 
adopted by them in industrial financing were never known no) 

understood. Tt has already’ been shown in an earher chapte: 
that although the German banks in the beginning had combined 
the two functions, thev had, as a rule, emploved their long-term 
funds only in industrial investments. Their enormous panne 
up capital and the debentures which the frequently issued 
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i Capital, May 10, 1923, p. 1100. ; 








e misin source out of which their industrial business was con- 
Fr.  @e The short-term deposits were seldom, if ever, used for 
= such purpose. But in the case of the Tata Bank, long-term 
-ç credit business was not only combined with ordinary banking 
transactions as in the case of the earlier German banks but the 
long-term operations were uhfortunately financed out of current 
and annual deposits. The Bank never made any attempt to 
issue debentures for financing such operations. The same 
neglect to issue debentures for financing long-term transactions 
had in an earlier period led to the downfall of the French Credit 
Mobilier, the prototype of all industrial banks. The union of 
short-term banking with long-term investments under these 
circumstances leads to one and only one result-——disaster. 
Again, in marked contrast with the policy of the German banks 
the expressed object of the Tata Bank was to retain permanently 
a considerable holding of shares in the companies in which the 
Bank was interested. It*will be recalled that permanent parti- 
eipation .in industry had- never been the deliberate policy of the 
banks in Germany. The pursuit of such a policy by the Tata 
Bank naturally entangled considerable amounts of ite funds in 
doubtful concerns. The investments of the Bank were neither 
carefully planned nor wisely selected. It appears that neither 
the merits of the industrial propositions taken up by it were 
properly tested nor the value of the security offered carefully 
assessed. The consequence was that the Bank embarked upon 
industrial ventures which had no reasonable prospects of success 
and were quite unsound. The Nira Valley Sugar Co., which 
was floated by the Bank and soon proved a failure, is a case in 
point.” A great deal of the success of a banking concern con- 
ceived on these lines depends upon eficient management and 
organisation. The ignorance and inexperience of the manage- 
ment of the Tata Bank must have hastened the crisis. Tt was 
never realised that such an institution should proceed slowly, 
gradua'ly and with caution and should never be anxious to 
show large profits in the earlier years. The same anxiety to 
achieve a rapid success had to no small extent been 
for the unhappy fate of the Credit Mobilier.” Tt was the 
ee employers who chiefly controlled the affairs of the 
Bank. Fhe righin of Sia, leans wine, ignoret eam. 
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naturally alienated their sympathy and the management became ; 
unpopular. ' 


The other institutions of the period bearing the same 


ambitious title of *' industrial banks "" were started in close — 


imitation of the Teta Bank. A perusal of their Memoranda 
and Articles of Association shoavs that they intended to pursue — 
every variety of ordinary banking business and couple with it 
issue, investment trust and rea! estate mortgage business.* 
Whatever might have been in the minds of the original 
promoters of these banks, the institutions remained content with 
the conduct of more prosaic commercial banking business and 
at no stage of their short career undertook any significant 


industrial financing. A glance at the balance-sheets of these _ 


so-called industrial banks clearly shows a preponderance of 
deposit, discount and short-term business. The direct invest- 
ments in industrials were insignificant. According to the 
balance-sheet, for example, of the Indian Industrial Bank, 
dated Silst December, 1922, its investments consisted of 


Rs. 49,669-12-0 in 6% War Bonds and only Rs. 2,661 in 


shares and stocks; while the balance-sheet->of the Calcutta 
Industrial Bank, -dated 3lst December, 1921, shows no such 
industrial itivestments at all. The loans made by the banks 
usually included those advanced to firms in which a director 
Was interested as a partner and in a good many cases those that 
were quite unsecured. Every description of banking was under- 
taken and very little regard was paid to basic principles of 
commercial or investment banking. The management was even 
more inefficient and inexperienced than in the case of the Tata 
Bank. Short-loan banking was mixed up with long-term credit 
business even more indisecreetly. The pet concerns of the 
directors were heavily financed, without judging their soundness 
or financial standing. Large loans were taken by directors who 
had no intention of repaying them at all. The consequences 
were felt soon enough. After a hectic career lasting for 3 or 
4 years, most of the banks were caught in the post-war slump 
and disappeared quickly. 

No useful conclusions regarding industrial banks could be 
drawn from the experience of 1917-19. To call these instr 
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t RK. T. Thekur. Orgenisation of Indian Ranting p © 
" See Momorandum of Association of the Calcutta Tm 


E. Pia ral 
| Beptember, 1919. Also Memorandum of Association of the Indian Todos: 
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am: ior s, whìch had neither the experience nor the knowledge 
= nor even the equipment for industrial financing, *' industrial 
bax cs’ would ‘be entirely misconceiving the true nature of 
— such ins tutions. To say that the experiment in industrial 
— ing: ailed and urge it as a ground for opposing the establish- 
= ment of- specialist institutions for financing industries, well- 
i equipped, well-managed and conceived on truly scientific lines 
= would be a gross misrepresentation of things. Industrial 
> banks, it has been aptiy put, in their true sense have been as 
| rare as snakes in Iceland. . They have never been in existence 
j although strangely enough many started with that title and some 
may have retained it even to-day.' | 
The question of Indian joint-stock banks taking a part in 
the provision of long-term finance was discussed at length 
before the last Central Banking Enquiry Committee. The 
Committee concluded that in connection with the issue of shares 
and debentures of industrial companies, such of the existing 
commercial banks as were well established and carried on their 
ordinary banking business on the safest and soundest lines might 
with advantage ‘to the industries follow as far as possible the 
German system, the Imperial Bank making a start in this 
direction and giving a lead as soon as the Reserve Bank was 
formed. Ten per cent of the total capital and reserves of the 
Imperial Bank and nine other big joint-stock banks might be 
utilised in this manner.” Once again, in the years after World 
War II the question of commercial banks going in for long-term 
industrial Snancing has been raised not only in India but also 
~ elsewhere. In view of the war expanded liquid ‘resources of 
commercial banks and their loss of the traditional sources of 
their income, they have been urged to break new ground and 
forge closer links with industry.” The advantages and dangers of 
a drift of commercia! banks into the investment field have been 
sufficient'y stressed in a previous chapter. The main conclusions 
reached there are applicable to the Indian commercial banks. 
In following an industrial policy the banks should work under a 
close network of restrictions, distributing carefully and cau- 
tiously the risks of their investments, choosing highgrade and 










m * Indian Finance, Banking Number, 1920, p. 54. . : 
sIr 2 ěIwlian Central Banking Enquiry Committees, Vol. I. Part I (Majority Report), 
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thus assist industry „is much too limited. “At the most 0 
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easily ‘ iarketablé industrial bonds for their investment portfolio — 
but never intending to -hold them permanentiy and avoiding real — 
estate loans as far as possible. Even then it must be frankly — 


recognised that the extent to which the banking system can — 







small proportion of the banks’ resgurces could be, place 
`. term investments. This small proportion® which 


advisedly spare for this purpose will depend upon a number one 


factors, such as’ the nature of their deposit liabilities, the ratio 


of their capital to the depreciable assets, the volume of — ! 
illiquid as against readily marketable assets constituting the 
secondary reserves and the careful maintenance of a proper 
spacing of maturities. Bonds running from three to five years 


might be issued, as bas been done by some Swiss banks, to 


raise the necessary funds for their less liquid investments. 


The formation of security affiliates on American lines by Indian 


banks cannot be recommended owing to the dangers inherent: 


in such practices which were clearly brought out during the 
recent American crisis.’ ‘The results of mixed banking whenever 
pursued in our country have been disastrous. We should hesitate 
to recommend any policy which may be interpreted as asking the 
Indian commercial banks to deviate from the established practice 
of advancing short-term credits to trade and industry.” 


Local Banks and Loan Offices in Industrial Financing : 


Although the Imperial Bank and other Indian joint-stock 


banks have generally avoided investments in industry, local 


banks and loan offices play a part in the long-term financing of 
industry by advancing loans against mortgage of block. The 
tea industry of Bengal and Assam’ has been financed in this 
way. Some local banks indeed made a speciality of financing 
the tea industry and in that respect bore cose analogy 
to the ‘** trade banks ` of the Continent. The most prominent 
among these “‘ trade banks ~ were the Jalpmgurı sanking 
and Trading Corporation and the Lakshmi Bank. They made 
advances against mortgage of ten gardens and appurtenances 
and also on the security of tea shares. In 1931 the Jalpaigun 


» 
4 See Ch, IV. 
2 Cp. Report of Committeo on State Industrial] Financo Corporation imn 


_ Bengal, pp. 21-22. 
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against mortgage of gardens amounting to Rs. 11,60,00 at 
rates of interest varying from 9 to 12%. Loans on the security 





of tea shares amounted to Rs. 1,78,000. There were further 


unsecured loans to the extent of Rs. 5,57,000 at a ratę of 
interest not exceeding 12%% These Jalpaiguri tea banks, 
however, operated with a very small amount of paid-up share 
= capital. The Banking and Trading Corporation was established 


with a paid-up capital of Rs. 50,000 only. The bulk of the 


necessary funds was obtained from fixed deposits running for two 
years, one year and six months, the rates of interest being 7%. 
64% and 44%, respectively. In the last depression these 
ten banks, as is usual with such trade banks which have their 
fortunes bound up with one particular industry, were hit 
very hard. A considerable portion of their loans to the ten 
industry became unreatisable and frozen and some of them 
had to close their doors. Besides these specialised banks in 
Jalpaiguri, there were several other loan offices in Bengal and 
Assam which financed the capital expenditure of tea gardens. 
The balance-sheets of several tea companies show that loans 
against mortgage of fixed assets were received from the 
Brahmanbaria Loan Company, the Manickgunge Loan Office, 
the Pabna Bank, etc.” The Tezpore Industrial Bank was known 
to be financing the block expenditure of a number of tea gardens in 
Assam since 1920. Its first loan to the tea industry. was a sum 
of Rs. 20,000 advanced to the Panbari Tea Company on the 
mortgage of the garden. Loans on block account were made to 

— several other concerns of which the Nirmala and the Radhanagar 
may be mentioned. The interest for these loans varied from 10 
to 11%. The same fate as that of the Jalpaiguri banks 
overtook these offices. Most of the tea gardens in the last 
crisis were unable to repay their debts and the banks were 
compelled to restrict their assistance to temporary accommodation 
for meeting current expenses. 


. Balance-shect of * Jalpaiguri Banking end Trading Corporation, December 
* Si, 1971, a 

2 The Brahmanbans Loan Co. lent on mortgage on the Chotolekha to the Indien. 
Tea and Commerce, Lid., Re, 44,219-10-0 at 10 per cent. per annum: and the Pabna 
: Bank also lent on mortgage to the Hindusthan Tea and Fishery Co., Ltd .— Balance- 

Le _ “sheets of the tea companies concerned for the year ending Slet December, 1929. 
~ o S Bvidence of the Managing Director, Tezpore Industrial Bank, Assam Provincial 
——— —“ Vol. Il (Evidence), pp. 983-86. 
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Problems of Current Finance for Indian Industry : 


The need for working capital arises from the fact that an 
interval of time occurs between expenditure on production and 
realisation from sale. . During this period the manufacturer has 
to incur considerable expenses for payment of wages, purchase of 
raw material and stores, marketing of finished products, ete. 
In India the capital raised by industry from public subscriptions 
is more often than not entirely exhausted in setting up the 
factory with the necessary equipment and nothing is left for 
meeting working expenses. The industry has to seek this 
working finance from outside sources. But this can usually be 
secured with.the greatest difficulty and on the most onerous 
terms. 

The amount of working capital required varies from industry 
to industry and may be reckoned at a value of about six to eight 
months output in normal times.’ It forms again about 20 to 
30% of the total block capital of œ business. In the sugar 
industry the Tariff Board has estimated the working capital 
required to be approximately one-third of the season's output.” 
With production at 117,000 maunds per annum and works cost 
at Rs. 7-8-5, the working capital will be Rs. 3 lakhs. In 
industries like cement and paper, larger amounts are required for 
working capital, the sums often running to 12 and even 15 lakhs 
of rupees fof each factory. In the Tata Iron and Steel Industry, 
working capital required in normal times is about two and a half 
to three crores." There are very few cases where an industry 
has been able to provide a substantial amount out of its share 
capital for working capital in addition to block. Two notable 
instances may be quoted where working capital was provided 
from the start out of paid-up share capital, the Okaha and the 
United Cement Companies (each having a capital of Rs. 52 lakhs).* 


Banks and the Financing of Current Expenditure : 


Among the banks the Imperial Bank plays the most im- 
portant part in the provision of current finance to industry. 
The Central Bank of India, the Bank of India, the United Com- 


1 Report of the Indian Tarif?’ Board, Paper and Pulp Industry. p va 
2 Report of the Indian Tariff Beard on the Sugar Industry, p. 67 
* Statutory Enquiry into the Steel Industry, 1926, Vol. M, p. 31W 


4 Oral Evidence of Bombay Shareholders’ Association. Indian Tariff Board 
Textile Industry), 1992, Vol. V, p. St. 
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generally under European control.” 

The principal directions in which the Imperial Bank renders 
financial assistance to industry are by (1) discounting bills, (2) 
advancing loans and (3) granting cash credits. Many industries 
have got clear overdrafts whilst advances have been made on 
government securities to several others.” By far the greater part 
of the advances to industrial concerns is on the hypothecation 
of stocks. Advances are also made against the pledge of stocks.‘ 
When the Imperial Bank opens a cash credit account in favour 
of an industrial concern, it requires a promissory note with two 
signatures on every loan. The second name on the promissory 
note is called the guarantor. In a joint-stock company, it is 
usually that of the managing agents. The loan is further 
secured by hypothecation of stocks of raw and manufactured 
goods which is demanded in addition to the two signatures. 
The Imperial Bank cannot lend except on two signatures 
because under the Imperial Bank Act of 1920, hypothecation was 
no security. It was merely an additional collateral security. The 
pro-note does not give a specific claim. The payment of the 
note may be demanded but no particular asset may be attached. 
When the Bank gets the signature of the joint-stock company 
and the managing agents as well as the hypothecation of stocks, 
it has a specific claim to the extent of the stocks and a general 
claim on the entire wealth of the joint-stock company and the 
managing agents.” The other Indian joint-stock banks generally 
follow the Imperial Bank and demand the additional guarantee 
besides hypothecation of stocks. Thus in the cotton mil] 
industry, banks seldom lend on the promissory note of the mill 
> * Evidence of the Representatives of the Exchange Bankera’ Association, Indian 
Central Banking Enquiry Committee, Vol. IIT, p, 332. 

= Indian Central Banking’ Enquiry Committee, Vol. TI. p. 530, 

> Oral Evidence of Mr. (now Sir) K. M. Macdonald, Managing Governor of the 
——— Do e — Indian Central Banking Enquiry Committee, Vol. ITT,«p. 869. 

* Fividence of Mr. (now Sir) K. M. Macdonald, Indian Central Banking Wnquiry 
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company alone but usually insist on an additional guarantee from 8 
the managing agents even though the stocks are hypothecated: 
If the stocks are pledged to the bank with its name on the 
| godown, it does not generally demand the personal guarantee of 
the managing agents. + But mills do not like to pledge the stocks, 
if they can avoid it. Under the peculiar circumstances in which 
. cotton mills are financed in India, pledging of stocks is consi- 
dered to lower their prestige and to entail many inconveniences 
and disabilities. The stocks of cotton and cloth when hypothe- 
cated are stored in the godown of the mills to which the banks 
are given access whenever they desire it. The borrower furnishes 
weekly or monthly returns of stocks to the banks.’ The banks 
do not press for the control of the stores and other liquid assets 
when the mills’ financial position is sound and the guarantee of | 
> the managing agents has been obtained. But they press for 
control and depute a man to keep watch when the mills are in 
difficulties or when they have not obtained two signatures.” 
These loans and cash credits are made for 12 months with 
liberty of renewal. The rates for such advances vary according 
to the credit and standing of the mills. For -well-established 
firms the interest on bank loans is the prevailing bank rate and 
if the mill is not sound, it has to pay 1 or 2% more. In case of 
cash credits banks sometimes insist on the ‘‘ half interest `` 
clause under which the borrower has to pay to the bank interest 
on at least half the amount òf cash credit, irrespective of the 
amount drawn. The system of half interest clause, though pre- 
valent in Bombay and Indore, is unknown in Bengal.” In 
— Bombay mills the usual margin allowed by the banks is 20 to 
25% in the case of stocks of cotton and cloth in godowns and 40 
to 45% for those in process.“ In Bengal the Imperial and other 
joint-stock banks advance, in the case of overdrafts against 
hypothecation of stocks, up to 60 to 75% of the value of the 
stock of goods in godowns and on stock in process. The usual 
guarantee is of course required before any advance ıs made to the 
mill company. Stores and fuel when hypothecated are not 
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t fndian Central Banking Enquiry Committee, Vol. Il. | 

* Indian Tariff Board (Cotton Textile Industry), 1027, Vol 

a Letter to the writer from the Managing Agents > the Mohins Mul Ltd 
dated the 25th October, 1952. 

4 Letter to the writer from the Managing Agent 
Ltd., dated the 8th March, 1933. 
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aken into account so far as the drawing power is concerned and 
are treated as merely additional security. : 
Banks do not, however, constitute the only or even the 
= principal source of supply of working capital to industry. On 
+ the Ist of October, 1930, bank loans and-cash credits for 64 
Bombay mills amounted to Rs. 2.26 crores. On that date the 
total amount of finance required by them was Rs. 24.85 crores and 
this particular source supplied only 9% of the total. In 
Ahmedabad banking assistance to the cotton mill industry 1s of a 
“far smaller amount than either in Bombay or in Calcutta. The 
mills there are reluctant to hypothecate their stocks to the banks 
and Mdustry in this centre depends for its current finance almost 
entirely upon the managing agents and public deposits. 

In recent years the Imperial Bank and other joint-stock 
banks have from time to time made advances to the Ahmedabad 
cotton mills against their liquid assets plus the additional 
guarantee of the agents, but the amounts are quite insignificant 
in relation to the large requirements of the industry.’ Of the 
Rs. 1080 lakhs constituting the total finance required by 56 
Ahmedabad mills, only 42 lakhs were obtained from this source. 
It was only 4% of the total as compared with 9% in the case of 
the Bombay mills.* 
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Public Deposits as a Source of Industrial Finance : 


By far the most important source from which cotton mills 
both in Bombay and Ahmedabad derive their working. capital is 
— deposits received from the public. Ahmedabad mills, again, 

depend on this source to a greater extent than their confrères in 
Bombay where the practice of bank loans and cash credits is 

, comparatively more prevalent. These deposits are usually taken 

‘ from indigenous bankers and other sections of the public for 
short periods of 6 or 12 months. The rates of interest payable 

on the half-yearly and yearly deposits vary according to the credit 

and stability of the mill company and its agents. In Bombay 

; mills with large reserves can get money on fixed deposits 

at rates of 44% to 64%. Some of the most well-reputed mills 
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used to obtain the deposits not only at the same rates as quoted — 
by banks but even at 4% lower. ý 

In Ahmedabad, the deposits are obtained at rates varying A 
from 44 to 54%.' The deposits here as in Bombay generally 
come from the individuals. Before the first Great War, they 
used to come almost entirely from the public at large, the rural 
areas contributing a substantial amount. In recent years the 
practice of interdepositing on the part of the mills themselves 
has grown up in Ahmedabad. Instead of lending the surplus 
funds to a bank, a mill to-day deposits them with another mill, — 
generally speaking, not of the same agency. | l 

The system of obtaining large amounts of circulating capi 
by attraction of deposits is peculiar to the Bombay and, Ahmeda- 
bad cotton mill industry and is not prevalent elsewhere. The 
practice does not obtain in Delhi or Madras. It is not also 
firmly established with the cotton mills in Bengal, though it is 
not entirely unknown there. The Mobini Mills, for instance, 
obtain some fixed deposits from the officers of the com- 
pany as well as from the public.” The balance-sheet of the 
company for 31st December, 1933, shows that fixed deposits 
amounted to Rs. 1,02,221-10-3 and the other deposits were 
Rs. 2,08,079-15-0.°. The Articles of Association and the 
managing agency agreement empower the agents to obtain 
deposits on behalf of the mill at 6%.* The Dhakeswari Cotton 
Mills, Ltd., also receives some deposits generally from mill 
employees and persons known fo them. Almost all the em- 
ployees keep their savings in the mill, These deposits, though 
said to be on savings account, are really om current account for 
they can be withdrawn more than once a week. Their total 
amount at one time was Rs. 2 lakhs and the rate of interest was 
44%." We are not aware of any other Bengal mill obtaining 
deposits. | 

But this practice is only nominal. Very few people venture 
to deposit money in cotton mills in Bengal, and the mills also 









J Ora! Evidence of the Ahmedabad Millow ters Aaacwriation indian (Centra! 
Banking Enquiry Committee, Vol TIT, p. 462. 
$ Letter to the writer from the Managing Agents of the “Wiohini Milla, Ltd 


dated the 25th October, 1992. 
5 Balance-sheet ol the Mobini Mills, Lid., dated the Bet December 
4 Ci 2 of Articles of Association of the Mohini Mille, Ltd 

ae * Source: The Managing Director, Dhakeswarn Cotton Mills. Lad 
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tat 


do not appear to be inviting deposits by offering attractive rates. 


These deposits, however, have been very popular in Bombay and 
Ahmedabad where cotton mills could attract large amounts very 
easily. The public had great confidence in the cotton mills and 
in many instances even preferred to deposit ‘with the mills rather 
than with the government. Cases are not unknown where mills 
had to refuse deposits, so great was the inflow of funds at times. 
The Sholapur with a paid-up capital of Rs. 8 lakhs and the 
Swadeshi mills with a paid-up capital of Rs. 20 lakhs received at 
one time as deposits as much as Rs. 1.30 crores and Rs. 42 lakhs 
respectively.’ In March, 1924, total unsecured loans (mostly 
in the form of deposits) amounted in the case of the Bombay 
mills to Rs. 11.9 crores. As a result of the last depression, 
deposits declined to some extent. But still on the Ist 
of October, 1930, the amount of deposits held by 64 mills in 
Bombay was Rs. 2.73 crores. Eleven per cent. of the total 
finance required was derived from this source alone.“ The total 
deposits with the Ahmedabad mills have been estimated to be 
more than seven crores.” In 1930, 56 Ahmedabad mills had 
Rs. 4.26 crores which formed 39% of their total finance required.* 
The relative importance of deposits as a source of financing the 
cotton mill industry is obviously much greater than in Bombay. 
The method of financing the cotton mills by means of depo- 
sits has been severely criticised as highly dangerous and full of 
drawbacks. There are indeed some inherent disadvantages in 
this system of financing. There may frequently be a temptation 
of overtrading which unsecured loans generally give rise to. With 
money obtained at relatively low rates, mills may be prone to 
speculation in cotton and may be tempted to carry larger stocks 
than are justified by market conditions. There is also the risk 
that the short-term funds may be used for extension of plant and 
machinery—a practice which is sure to be fraught with dis- 
astrous consequences. Some mills indeed made the sad mistake 
of locking up the short-term funds in long-term credit transac- 
tions and they had to pay the inevitable penalties. There is- 


i Indian Central Banking Enquiry Committee, Vol. TT, p. 387. 
3 Report of the Indisn Central Banking Enquiry Committee, Vol. I, Part I, p. 278. 
> 3 Evidence of Abmedabad Millowners’ Association, Indian Centra) Banking 


Enquiry Committee, Vol. OT, p- 481, 
—— 


wi (4 ian Central Banking Enquiry Committes, Vol. 1, Part T, p, 278. 
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another risk to which this system of financing is also exposed. 
Owing to a financial panic there may be a sudden and heavy 
withdrawal of deposits which is sure to prove a source of em- 
barrassment to the mill companies. In time of heavy stocks, 
when the money is docked, the fixed deposits may not be easily 
repaid. ° 

In ordinary times, however, this method of borrowing for 
current finance has some great advantages. If the deposits were 
not attracted, a big working capital would have to be provided. 
Under the system of deposits capital can be kept low relatively 
to assets and hence to productive and profit-earning capacity. 
As the rates of interest are fixed relatively low, the profits avail- 
able to the shareholders enable the mills to pay higher dividends 
than would otherwise be the case. As regards the danger from 
a run by depositors, there were indeed a few cases where a run 
on mills by panic-stricken depositors led to the collapse of the 
concerns." During the last depression also several Bombay 
mills were put to great difficulties owing to the withdrawal 
of deposits. But the danger in normal times is not so great as 
is often made out. The deposits are generalfy fixed and are 
spread all over the year. They will become due at various dates 
throughout the year. Possibility of an immediate demand 
for payments by all the depositors at a particular date which 
might precipitate a crisis is not very great. The system suits 
the cotton industry in Bombay and Ahmedabad admirably for 
supplementing the working capital. In the buying season when 
cotton has to be purchased, more money is required than to- 
wards the end of thé year. The deposits are taken just at that 
time, say for six months, at rates of interest lower than one has 
to pay for the whole year round. These loans are repaid after 
six months when the cloth has been sold. The industry takes 
money where the money is easy but does not require it when it 
is getting tight. 

The practice of financing cotton mills in 
Ahmedabad out of deposits from the public bears some analogy 
to the system, prevailing for a long period in the Lancashire 
cotton spinning industry, of financing mills partly by loans 
made by depositors. The bulk of the fixed capita! represented 
by buildings, machinery, and equipment was no doubt furnished 
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4 i Indian Tariff Board (Cotton Textile Industry), 1927. Vol. IV. 
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3 mill was floated, a small amount of the capital was called up and 
F the rest of the capital was usually raised by loans carrying 

interest at about 4% free of tax. The loans were unsecured and 
were withdrawable according to the amount at notice ranging 
from two weeks to three months.* This method of finance doubt- 
less enabled the mills to be built and run cheaply while very little 
of the loan money was ever lost. Under modern conditions, 
however, the Balfour Committee pointed out, the system 
‘‘ presents great dangers, since it is contrary to the principle of 
sound finance to use loans repayable at short notice for the 
purpose of fixed capital.” During the prolonged post-war de- 
pression when the mills had to call up the unpaid share capital, 
the shareholders, who were required to meet these calls, were 
». forced in many cases to withdraw their loans from the same or 
> other mills and these caused serious disturbances in the finances 

of the mills.” 

In India, although a number of concerns have foundered 
on the rock of financing through deposits, cotton mills under 
prudent and -conservative management have been immensely 
benefited. It may not be the soundest system of financing the 
mills but it would hardly be fair or reasonable to condemn this 
method of financing categorically when it has stood the test of 
time during the last 30 or 40 years. As the present facilities for 
banking assistance to industry are, the system has filled a real 
need in India. It will also be incorrect to suggest that the 
finance is all short-term. As has been pointed out by Mr. 
Kasturbhai, Chairman of the Ahmedabad Millowners’ Associa- 
tion, yearly deposits form 95 to 98% of the fihance emploved by 
Ahmedabad mills. They are taken not at a particular period but 
for all the year round, and run for 12 months, so that if any 
mill company is in difficulties and funds begin to be withdrawn 
it does not get a notice of a week or a fortnight or a month but 
practically gets 6, 8, or ‘9 months to arrange for finance and so 
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ITSA * Final Report of the Balfour Committee on Industry and Trade, p. 43 

at 2 Thid., p. 46. 

a S ‘Survey o Textile Industry (Committee on Industry and Trado) 

; p 36. Also 
} ‘Factors in » Industrial  Bticieosy (Committee on — and Trade), pp. 175-76. 






Ta S . 
ù ~ “s È Í 4 l m 
- Pes of BU A ee! à — è at z 


— to invest their savings in this manner. When a cotton spinning 


— 





te ` 
i 


— 





t 
. 


PROBLEMS OF INDUSTRIAL FINANCE IN INDIA 135 


settle upon a fixed basis.‘ In recent years, ordinary deposits 


have not as a rule been invested in the block account of the 
mills, seven-year deposits being invariably employed for these 
purposes. Whatever may be the merits of debenture finance, 
it is clear that Indian industry -has been able to escape the 
depressing influence exerted by thts method of financing on 
industrial earnings which has been so marked a feature of 
European industrial finance in the years of the Great Depression." 


Deficiencies in Banking Assistance to Indian Industry : 


The conditions and terms under which Indian industry is 
able to obtain banking assistance appear to be rather onerous. 
The practice of requiring two signatures 15 an essential part of 
the present banking structure of the country. The second 
signature is seldom dispensed with. It is required even when 
a regular pledge is given, even when the banks are in physical 
possession of the liquid assets. The statement of the representa- 
tive of the Imperial Bank before the Central Banking Enquiry 
Committee that the Bank takes the second signature only when 
the stock is not pledged does not appear to be consistent with 
facts.’ The advances by the banks to industry are much better 
secured here than in the western countries because the personal 
guarantee of the managing agents is obtained, besides the regular 
securities. But from the view point of industry, the insistence 
on the second signature from the managing agents serves to 
restrict the total amount of finance it can raise. The actual 
amount of advance is far too small relatively to what the assets 
will justify, and is generally less than what the concern requires 
for its purpose.“ Cash credit is available generally to big indus- 
tries such as jute and cotton. The Imperial Bank advances only 
when the industry is well established. No facilities are available 
in the early stages. Besides, the facilities given in the form of 
cash credits are withdrawable at any moment. The attitude of 
banks to industrial concerns which have issued debentures has 
already been noticed. Their credit with the banks ts weakened 


1 Indian Tariff Board (Cotton Textile Industry), 1992, Vol. TV, p. 116 


- 
* 3 The World Economic Survey, League of Nations, 1932-33 


S See the remark of the President, Indian Tarif Board (Cotton Textile Inmdustrs 


* Article by Mr, Manu Subedar in the I[ndtran Financi Ranking Nuombet 
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| — — become unacceptable as collateral and they find 
it extremely difficult to raise the loans and cash credits on the 
usual terms. Such penalization is unwarranted and is dictated 
by a narrow banking policy. 

= here is an undercurrent of feeling that the Imperial Bank 
has been very harsh in its dealings with Indian industrial 
concerns and has in many instances withdrawn credit in such 
a manner as to force their liquidation. A number of witnesses 
appearing before the Indian Central Banking Enquiry Committee 
accused the Bank of unsympathetic treatment and even of racial 
discrimination.’ But there is scarcely any ground for this 
feeling against the Bank. As regards the charge of racial 
discrimination it is interesting to note that the witnesses failed 
to substantiate the charge and were not prepared to quote con- 
crete cases even in camera.” It was with them only an 
impression that Indians of sufficient standing were not able to 
get the same financial help from the Bank as a European would. 
We have, on the contrary,, the testimony of Mr. (now Sir) 
“H. Mody that the Imperial Bank could never be accused of racial 
discrimination, so far as the cotton industry of Bombay was 
concerned. The witnesses were also forced to admit that in 
those few cases where withdrawal of credit was alleged to bring 
about the ruin, the position of the concerns did not Warrant the 
continuance of any further assistance.” 

Although there has been no complaint against the Imperial 
Bank so far as the financing of cotton mills in Bombay on the 
system of hypothecation is concerned, it has come in for a good 
deal of criticism in regard to its attitude towards the Indian 
section of the tea industry in Bengal. The Imperial Bank could 
not lend direct to the tea companies on crop hypothecation_. 
because it was precluded by the Act of 1920 to advance against 
such securities alone and as usual insisted on an additional 
guarantee. But the guarantors whom the Imperial Bank 
generally approved of were European firms of managing agents and 
the four European firms of tea brokers through whom all tea 
has to be sold. As a rule, the Imperial Bank did not lend on 
the guarantee of Indian managing agents or the ‘‘ tea banks "’ 


1 Indian Central Banking Enquiry Committee, Vol. IT, p- 468. 
* Indian Central Banking Enquiry Committee, Vol. TIT, p. 468. 
a fhbid., Vol, TTT, p- 421, 
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of Jalpaiguri.’ A reference to the proceedings of the Bengal 
Provincial and the Central Banking Enquiry Committees discloses 
that a specific charge was made against the Bank that -it had 


- refused to lend on crop hypothecation to some Indian-owned — 


gardens inspite of the guarantee offered by the Jalpaiguri Bank- 
ing and Trading Corporation. There was a definite suggestion 
that the Bank was confining its acceptance of guarantors to 
European firms only and thereby putting the Indian gardens to a 


great deal of inconvenience. In reply to the questionnaire of ~ 
the Bengal Provincial Banking Enquiry Committee, the Imperial | 


Bank denied the allegation and stated that it was solely guided 
by the status of the firm proposed as guarantor.” The Central 
“ Banking Enquiry Committee pursued the point with the 
managing governor of the Bank. He was specifically questioned 
as to whether the Bank could provide the necessary finance to 
the tea gardens on the guarantee of the Jalpaiguri Banking and 
Trading Corporation just fs it did on that of the European 
brokers or managing agents. The reply was that the Bank was 
always prepared to finance tea gardens on the guarantee of a 


third party and that any application for accommodation would 


be dealt with on its own merits.” The reply of the Bank in both 
cases appears to be evasive. There was an undercurrent of feeling 
that few Indian companies obtained the finance they required from 
the Bank. 

The Imperial Bank might have been precluded by statute 
te lend simply against hypothecation without any additional 
guarantee. But the attitude of the other banks which followed 
suit is inexplicable. Such a system of financing industry has 
no parallel in any other part of the civilised world. 

* The insistence on the part of several banks for taking 
"physical possession of the stocks when they agree to grant loans 
„against hypothecation is a source of great inconvenience to Indian 
‘industry, particularly to the cotton mills ol Bombay and 
Ahmedabad. The concerns are required to store the goods in 
the godowns of the banks under the control of the latter [n 
some cases the goods are allowed to be stored in the company s 


i Letter from the Secretary, Indian Tea Planters Naso 
Banking Enquiry Committee, Vol, I., p. 660. 

* Minutes of Evidence, Bengal Provincial Ranking Enquirs Tie a 

s Evidence of Mr. (mow Sir) K. M. Macdonald, Managing ‘roverue 
Bank of India, Indian Central Banking Enquiry Cominit Vol. DI 
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40dov — ‘the board of the bank. amxed outside. The general 

- circumstances and the standing of the parties are so entirely 

_ different fron’ those prevalent elsewhere—the majority of the 

* cotton mills having to work upon a system of public deposits— 

that the acceptance of such conditions ts „believed to prejudice 
their position in the eyes of their creditors.’ 

The practice of charging a rate of interest 1 to 2% higher 
than the Imperial Bank rate with a certain minimum (Gn Bengal 
cotton mills 7%) for the accommodation furnished by banks 

= = must have acted as a drag on Indian industry. The average bank 
rate is generally much higher in this country than in England or 
Japan and the demand of more than 1% over it here must be 
almost in the nature of a penal charge. For a number of years, 
~- for instance, the prevailing bank rate in India had been very 
high. From November, 1929 to April, 1930, it stood at 7%. 
In 1931 the average rate for the whole year worked out at 
* 7.046% The high bank rate must niean high interest rates to 
be .bornesby Indian companies for their current finance. The 
Bombay mill industry, for example, had in October, 1930, 
‘Rs. 7.58 crores* as loans from banks and managing agents on 
which interest at or above the prevailing high bank rate had to 
be paid. It was a heavy burden that the industry had to bear.“ 
The insistence by several banks on the ** half interest 
' clause ` in the western side of the country is an additional draw- 
back from which the cotton mill industry of Bombay specially 
suffers. Interest has frequently to be paid on half the credit 
allowed whether the provision has been utilised or not. This is 
probably not very unreasonable as the bank is obliged to provide 
the full amount of the cash credit whenever demanded. But at 
the same time it is clear that much of the benefit from cash 
eredit is reduced as the mills will naturally tend to pay them back, 
long before they are due, to avoid the payment of interest. 
Complaints against inadequacy of banking assistance and 
of hard dealings on the part of banks increased in number and 
in frequency during the years of the depression and were made 
even with respect to the Bombay mill industry where they had 
been rare 50 long. There isa kind of widely held impression that 
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the Imperial Bank, not to speak of other banks, was not doing 
its duty in those years to the premier industry in its distress. It 
drastically reduced its loans and cash credits and even refused its 
_ accommodation to several mills, although there were the usual 
margin and the agents’ guarantee." In many cases borrowing 
mills were put, tó unnecessary trouble and interference by other 
banks. The rates charged for advances were also increased. 
First class mills were paying 1 to 4% more than they used to 
pay in the pre-war days. When the banks in England had 
firmly stood by the British cotton mill industry and the Central ~~ 
Bank itself was playing a large part in its reorganisation, it is 
unfortunate that the banks in our country should have been 
indifferent to the premier national industry in the times of stress 
and strain through which it was passing. There was not only a 
‘general reluctance to provide financial assistance but even a 
marked tendency in several cases to exact rates of interest which 
could hardly be called fair.” The position of Bengal mills was 
rendered particularly difficult, for they had not, like thein confréres 
in Bombay and Ahmedabad, an alternative source of firfance in 
public deposits. A number of cotton mills have informed us 
that they experienced great difficulties in securing the finance 
from banks. There is a general feeling, that facilities for 
borrowing working capital are not available in Bengal.’ 

_ The principal source from which current finance was obtained 
for the Bombay and Ahmedabad mills was depleted seriously 
in the years after the depression. The public largely withdrew 
their deposits. The world-wide trade depression was no doubt 
responsible for a considerable portion of the withdrawals but there 
is reason to believe that the higher rates of interest obtainable by 

purchasing treasury bills, gilt-edged securities and postal cash 
* < certificates must have diverted large amounts of deposits to these 
channels of investment. New deposits that might have other- 
wise flown into the mills were also drawn away into these invest- 
ments. The mills were experiencing considerable difficulty 
in obtaining their required working capital from deposits and 
were forced to offer higher rates of interest to attract them. 


E s Memorandum of Mr. A. D. Shroff, IAdinn Central Banking Enquiry Committee., 
Vol. IT, p. 388. 

2 The Bombay Shareholders’ Association = Replies to the Tanif Roard questionnaire 
(Textile Industry Enquiry), 1992. 

® The Managing Agents. the Mohim Mills, Lid.. the Mahaloxo Millx, Lid., and 
the Luxmi Narayan Mills, Ltd. 
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the recent growth of interdeposits by the mills themeetves as n 
a — ù 
noticed above. ‘ 


Suggestions for Improving Facilities of Current Finance : 
The restrictions imposed upon the working of the Imperial 
Bank under the Act of 1920 stood in its way of providing 


adequate financial facilities for Indian industries. The fact that 7 


hypothecation was no security under the Act and the Bank had 
to demand an additional guarantee from managing agents hitherto 
caused a great deal of hardship to borrowing concerns. On the 
passing: of the Reserve Bank Act of 1934, and the consequent 
amendment of the Imperial Bank Act, the Bank has been freed 
from some of the restrictions which had existed so long on its 
working. Under the amending Act of 1934 the Bank has been 
authorised to advance directly against goods hypothecated to it 
subject to the special directions of the Central Board, instead of 
being restricted to advances only against goods which are in its 
possession or the documents of title of which are deposited with 
it.’ If the additional guarantee of managing agents is dispensed 
with, the handicap from which borrowing concerns suffer to-day 
owing to the insistence of the guarantee will be removed. It 
will be interesting to know how far the present banking practice 
will be modified in the direction of dispensing with the agents’ 
enarantee. The writer approached in this connection the 
Managing Director of the Imperial Bank but beyond confirming 
that the Bank was empowered to lend directly against the 
hypotheeation of goods, he furnished no more information." Tt 
is to be hoped that the Imperial Bank will make a liberal use of 
the powers granted to it under the amendment and dispense as 
* 
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L” Bes Schedule. T, Part I (Va). See. 15 (li of the Imperial Bank of India 


(Amendment) Act, 1934. - 
_® Letter to the writer from the Managing Director, Imperial Bank of India, date 
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‘possible with the “necessity of the agents” guarantee. — 


Bank in demanding the guarantee should now reconsider 
policy in view of the — of the Imperial Bank Act. 
ry The system of cash redits adopted by the Imperial and other 


oo p sible by the system of discounting bills. The popularisati 
sof c nercial bills is sure to increase the facilities for short- 
term industrial credit. A more extended use of commercial bills, 
it is interesting to note, has also been advocated by the Mac- 
-millan Committee for the benefit of English industry.' In 
recent years bills in England have largely gone into disuse and 

` there is an increasing tendency to conduct business on seasonal 













~ overdraft with the banks rather than the bill between the 


manufacturer and the customer. 
The establishment of large- warehouse companies is also 


likely to mitigate the drawback from which Indian industry 


suffers to-day on account of the insistence by the banks ona 
high margin for their advances against stocks. These could 
take over the stocks, keep them in their own warehouses and 
banks might safely advance against the warehouse receipts or 
warrants. The system under which goods are kept to-day 
under lock and key of the banks without affording suitable 

_ facilities for sale would then be abolished and the present 
arbitrary methods of valuation by banks would also be dispensed 
with. 

A great deal of the difficulties regarding the supply of 
current finance for Indian industry is undoubtedly due to the 
valent idea that banks should furnish the whole of thie 
=» required working capital. Sound methods of financing industry 
—— presuppose that an industrial concern should not only meet its 
fixed capital expenditure out of share capital but that at least 

some portion of the working capital should also be provided out 

of it. ‘The failure to realise this has been a source of great 
embarrassment for many a newly-established concern. Banks 
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| Á cannot conceivably finance a business until it has worked for 
> 

some time 

In the western countries in recent vears there has been a 


remarkable tendency among industrial companies to pursue © 


— 1 Report of the Committee on Finance and Industry, p. 16 





_jointstock banks which had hitherto followed the Imperial i 


s is not sufficiently elastic, and should be replaced as far as pè 
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7a ve vidend policy“and * meet their working» — 

fer nditure at of pica profits or from on * Or 

- securities .'« Resort to bank borrowing is made only in emer- 

- gencies : ‘and they have been growing more and more independent 

(of banks as regards, the supply of their working capital. Tt may 

haw Je recalleds that this trend ih industrial financing has deprived 

E the banks there of the ordinary avenues of empl yving their. - 
| * Tndian concerns should curb their alm universal» 

| tendeney of distributing excessive dividends and try to build up 

` ` large reserves which may with advantage be utilised for meeting — 

» , their working capital expenditure. A well-known cotton mill in* 
Bengal which in the earlier years of its development was severely 
handicapped for want of adequate financial facilities for current 

* penditure has been for a long time now financing its working * ~ 
eapital expenditure out of undivided profits and reserves and has =~ 
—— with the necessity of bank loans and cash credits,” 
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Er S. Mead, Corporation Finance, New York, 1033, p. 

F See Chapter TV. — 

The Managing Diroctor. Dhakeswari Cofton “Mills, Li. 
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+ ; 
_. The Managing Agency System ‘forms the basic framework 
of the existing methods of industrial finance in the country. Tt | 
- has no counterpart in any other part of the world and ig entirely >» -~ 
peculiar to India. She does not possess the industrial banking 
system of the’ Continent. Nor are there institutions in the 


. 





* country, corresponding to the issue houses, investment bankers be 
and underwriting firms of the Western countries. eir place 


in the financing of industries is taken in India by the Managing 
Agency System, an effective substitute for all of them. It is 
India’s inique contribution to the institutional developments, of” 
industrial finance. ? , 

- Tt is not the place here to’conduct a research into the origin 
fof the Managing Agency System. It is generally believed that 
the inception of the Managing Agency System dates back to the 

days of the old East India "Company. The ‘‘ agency houses $ 
g of _those days later blossomed into the European firms of, 
. ging Agents- of the modern times. The device was origi- 
nally adopted to ensure the supply of foreign eapital for indus- 
trial ventures in India. The same device was later on found to 
be highly useful for attracting investment of Indian capital in 
indigenous enterprises.* Whatever might be the way in which 
the system originated, it is firmly implanted in the industria! 
organisation of India today. Ever since its inception, if has 
been closely associated with the industrial development of the 
country. Even now when an industrial company has to be 
floated, it is almos Wnvariably the practice to connect if with an 
existing house of Managing Agents or create a new Agency to 















look after it when. started. > 
be, 
xa —⸗ 
A o 1 J. B. Richards (American Trade Commissioner in Tudina) 2 mial Report No YP 
January, 1933. AlS E. G, Mahindra of Messrs, Martin & Co.. in the fadian Finance 
dated July 13 and 20) 1929. | 
2 “The Managing Agency Systom—the problem in relation to Indian Inam 
* M ana Tuls i and BW, 1029 
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EE. Mane i agencies generally come into existence on the 
È ee of the promotion of a jointstock company. There is ~ 

-~ “ne company promoter in India in the Same sense as in England. 

His place, as already noted, is taken by the managing agent 









, he ene A group of persons, a syndicate or a firm of managing 
=~ « agents take the initiative in floating a company. They under- 





all the risks and bear all the initial expenses of experiment 
and research. The enterprise cannot be launched before the 
public and the latter cannot be invited to subscribe to its capital ^ 
unless and until the promoters are definitely assured that it is a 
really. workable proposition. Even when the promoters are ` 
perfectly satisfied that the promotion may be made profitable, 
_. an intermediate stage, that of a private company, follows before 
the public are finally asked to put their money in the venture. 
The private company may be carried on for sometime till it may» 
be brought to the profit-earning stage. It is then considered 
ready for offer to the public. All the preliminaries have by this . 
tinie been completed, a good deal of spade-work done and a” -~ 
routine established. The company can now safely” be launched 
upon the public. Jn the West the promoter is rewarded by the 
grant of cash or the allocation of some shares in the company: — 
Here the promoters are rewarded by being entrusted with the” 
managing agency of the concerns in creating which they have 
‘meurred such risk and trouble and expenditure. Thus the 
managing agency of Tata Sons, Ltd., was created with reference 
to the Tata Iron and Steel Co., the Indian Cement Go. , and the 
Tata Hydro-Electric Co. In the West the promoter ceases to 
take any interest in the venture as soon as the promotion is 
completed. He is only interested in a stiecessful issue and 
prosperity or adversity of the business in later years is “entirely 
a matter of indifference to him. But the managing agents here 
remain closely assdciated with the business they have promoted 
for a fairly long period, and their interests become identified 
with those of the company. Here their activities are comparable 
not to those of the English company promoter” but are 
reminiscent of the practice of German banks in the-earlier years. 
Like them the managing agents have played an important ‘part 
in nourishing the enterprises they have promoted. — They have 
stood by them in their young and immature st , attending to 
their financial needs and ministering to’ thei ailments in” every 
phase of their developments ~  * = > . . 
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5 Managing agency firms until recently, were chiefly partner- E 
ships or private limited companies. Proprietary firms or public — 
limitedicompanies were not unknown but the partnership 
firms predominated. Of the 36 firms of managing agents exis 
in Calcutta on the outbreak: of World War TI, only 7 were 
limited companies, all the rest beittg partnerships. Most of these -~ y 
limited companies, again, were originally partnerships which * aN 
were subšequently converted. Messrs. “Andrew Yule & “Co « 
Ltd., provided a typical instance where a partnership — 
converted into a private limited company. The private limited E 
managing agency companies are generally nothing but family — 
firms that have converted themselves into such companies to take F 
advantage of the limited liability afforded by the ‘Companies Act. 
) The managing agency firms may thus be described as either 
partnerships or private limited companies, formed by a group of 
individuals with strong financial resources and considerable 
business enterprise.* They do the preliminary work of research 
ie: and experiment, precedent to the starting of new concerns, 
Bae romote joint-stock companies, employ their own funds for 
aneing the requirements of the’concerns in “their group or 
l arrange for such finance by acting as guarantors and as the name 
~ implies manage their business.* Besides the promoting, financing 
and managing of industrial concerns, a number of other functions 
u usuall called ** subsidiary services `° have come to be associated 
with t em. They act as agents for marketing the produce of 
their companies and also for purchasing their requirements of raw 
materials, store and machinery. In addition to all this, the larger 
and more important among these firms, especially on the Calcutta 
side, conduct a great-variety of business, such as export and 
import, trade, banking and various kinds of agency business. 
‘The activities of one well-known firm of managing agents in 
Calcutta are found to be carried on in as many as I5 different 
departments.‘ 

The description of managing agency firms as partnerships 
will not be wholly correct in the present times. One of the most 
significant developments of managing agency in recent post-war 
' years has been the virtual extinction of the partne rship in favour 
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Report of the Indian Industrial Commission, pp. 
f: 2 Panandikar, Banking in India, p. 215. i 
a Evidence of — Chamber of Commerce, Indian Centra! Banking Enquiry 


& Thacker’s Indian Directory. 1935, pp- 30-31. 
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* — the joint-stock” form of organisation. Almost all the old 
“established British managing agency houses have now been con- 
— rted into limited liability companies, public or private, mostly 
- ie — Among, the well known cohversions may be men- 
oned those of Messrs. Andrew.. and Co., Gillanders Arbuthnot 
Co. dand Cosy Mach cinnon Miakenris and Co., and 
AL Jardine Skinner, and Co., and George Henderson and Co., 
He gsrs. . Jardine — — and Co. Ltd., being formed to acquire 
| =the business of bof ‘two firms.’ One of the main reasons for 


the partnership has perliaps been the high 
soi falls relatively more heavily on 
merabers” o "ean hel as against members of the limited 
liability concerns. Another factor is to be found in the fact that 
the large finandal | requirements of a modern business cannot be 
met out of the limited resources of a few private individuals. 
Again, the future was full of political uncertainties and advantage 
was promptly taken by British financial interests of the prevalent 





monetary and taxation policies of the Government of India, to dis-~—_ 


pose of their assets at highly inflated prices to Indyan business- | 
men, whorwith their war-inflated profits were ready to pay such 
prices. Thus the second important development of managing 
“agency is wit — — of British and Indian financial 
interests in business. “A substantial portion of the capital of these 
public limited managing agency houses has not only passed into 
Indian hands but Indians are participating jointly with foreigners 


in the management ol the businesses under them. 
Calcutta is the home of the managing : pA is here 
that the system first originated. But as the utility of Ar system 


came to be perceived, it spread over to “other industrial centres 
such as Bombay, / edabad, Madras and Cawnpore. The 
greatest development of the system has, however, been reached 
in Calcutta, Bombay, and Ahmedabad. In Bombay and Ahmeda- 
bad the managing agency firms are mostly , Indian and the 
system is associated chiefly with one kind of industry—the 


cotton mill industry. In a few instances only the management 


of more than one kind of business may be observed. The 
most notable instance in this respect is that of the ‘Tatas who 
are interested in iron and steel; cotton, hydro-electric and cement 
industries. But in Calcutta the important agency firms are 
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1 Capital, December 22, 1940 anuai Number), p. 9, 
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enterprises. - * ss 
The constitution of the managmg ageney is slightly diffe rent 
dabad. and © 
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Calcutta. The’ chief distinguishin 
agency is pefmanent and | 
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is not 


element carrying with 
knowledge or even some capital. Some of the Senior Assistants are 
in this manner frequently made partners of the firm, when an 
_ opening is created for them by the retirement of the senior or 
+ *othér partners. Numerous instances canbe quoted to show that 
- the assistants of the past have become partners, even senior 
partners of to-day. On the retirement of the partners they are 
not necessarily succeeded by their sons or nephews but frequently _ 
by other assistants.” It is often found that a member of the 
founder’s family, a son or a nephew, does not automatically 
become a partner of the firm but serves as an assistant in the 
firm. Sometimes but not invariably he becomes partner after 
acquiring sufficient experience or technical knowledge. Thus 
although the firm may have some representatives of the founder's 
family, the presence of so many other partners in it obviates any 
ri possible degeneration due to family succession. 
i e * 8* * i ia > 


Functions of the Managing Agents : 


a 





The Managifig Agent fulfils three important functions in the 
industrial economy of India. He combines in him the functions 
at once of the entrepreneur, the cApitalist and the business 
manager. As an entrepreneur, the managing agents have taken 
upon themselves" all the risks and responsibilities of pioneering 
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1 Thacker's Indian Directory, 1935. 
3 Evidence, Bengal Chamber of Commerce, 


t Industry), 1927, Vol. III (Evidences), p. 322. 
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—— new industries in a eountry where industrial development had 
œ seareely been significant.. As Mr. Mahindra has observed, the 
~ managing agents have led.the way for. a systematic industrial 
"advance in the country. ‘‘ Their eourage and faith to conduct 
/ -preliminary experiment and research, their ability and willing- 
ness to furnish ‘the necessary fi ces, their sporting prepared- 
ness tô facé all risks ant ‘above ll their vision and unerring 
= instinet to perceive the commercial possibilities of a project*’ 
= have achieved for India a substantial measure of industrial pro- 
`A gress. All*the more important jute mills, cotton mills, tea — 
gardens agds greater part of sugar factories, electric supply = 
os companies and light railWays were established and are still» 
managed by them. The iron and steel industry and the hydro- > 
~ electric industry would" never have reached their present stag 
- without the enterprise of the Tatas, their managing agents. A 
number of other prosperous and flourishing industries of to-day 
~~ would have yet been in the womb of future without the initiative 
of managing agents. “They were the pioneers inthe field of 
industry in the country and have borne all the losses of pioneer ~ 
Aa - 


industrialism. 
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Managing Agents in the Réle of the Industrial Financier : 

‘ The attribute of the managing agent that has most attracted 
public attention is his réle as a capitalist, the supplier of indus- 
trial finance. Sir Victor Sassoon described the arrangement of 
finance for the companies under his control as the most valuable 
function of the managing agent." The provision of finance not 
only for initial fixed capital expenditure but also for subsequent 
reorganisation, extensions and modernisation as well as for 

Ps working capital purposes has te be arranged for by the managing 
agents. They furnish this finance in various ways: by them- 
selves subscribing tothe share capital and debentures of joint- 
stock companies or getting them subscribed: by their friends and 
relatives, by arranging loans from banks and pledging their 
guarantee for the loans, by attracting deposits from the public on 
the strength of their reputation and standing in the business 
world and last but not least by making advances to their com- 
` fi 


a t Indian Currency Commission, 1925, Vol. V, Q. 8008.9, 
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panies from their own private resources at certain agreed rates of E 
interest. Not only do the managing agents themselves subscribe + 
to the shares and debentures of the companies they manage but _ d 
they assist in the placing of their securities on the market as the ~ 
underwriters or issue houses of the West or the **industrial  ž 
banks?’ of the Continent do. They thus perform the useful É 
function of bringing together the investor and the company. ` 
The part played by managing agents as an industrial financier - * H 
has been so important and has aroused so much public interest f 
that it is worth while to examine in some detail the various 
æ forms in which they Nave rendered this financial “assistance to” 
«industry. The provision of fixed initial „capital to industry- by 4 
* means of subscription to its share capital is the most important F 
lement in industrial financing and it will be interesting to- — 
investigate to what extent managing agents furnish initial» 
_ Capital to industry in this form. So far as the Ahmedabad cotton ~ 
mill industry is concerned, the claim of managing agents that -~ 
they» provide fixed initial capital by means of subscription to * 
share capital is in the main justified. Mr. Kasturbhai Lalbhai, 
representing the Millowners’ Association in Ahmedabad, stated 
before the Tariff Board of 1932 ‘that in several cases managing 
agents then held 3/5ths of the shares in the cotton mills. There 
were even individual cases where 85’ to 90% of the shares were 
owned by them.* As regards the Baila y mills, a careful 
perusal of the evidences tendered before the Tariff Boards of 
1927 and 1932 gives one the impression that the managing 
agents were the majority shareholders.” The managing agents 
of the Bengal ‘cotton mills have not the same large stake in their 
companies as their confrerés th Ahmedabad and Bombay. Still 
they have a fair amount of shareholdings. For instance, in the 
Bengal Luxmi the EREDE agents held 25% of the“share 
capital, in the Mahaluxmi 10% and in the Mohini 5%." In 
the case ọf the recently Started Basanti Mills, there appears to 
be an exception- for here the man: wing agents with their 


> 

4 Evidence of the Abmedabad Millowners’ Assocation. Indian Tan Boar! 
(Cotton Textile Industry), 1932, Vol. IV, p. 159. 

2 Indian Tariff Board (Cotton Toxtile Industrwh 1927, Vol. IV. p. MS 


® Letters to the writer from the Managing Agente of the tolls conrerned im miopi 
to his questionnuires. 
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— relatives and friends owned nearly 80% of the share capital. 
Žž Four of the partners of. the managing agency firm along with one 
3 relative were found to hold 25,000 shares out of a total of 51,950 
7 shareg taken up." — ae 
It will be interesting to investigate the position in this 
respect in the jute mills under the Calcutta firms of managing 
agents. We have studied the Summaries of Capital and Lists 
of Shareholders of a considerable number of jute mill companies. 
The shares are not always held in the name of the managing 
= agency firm, They are often held in the name of the various 
partners of the firm and sometimes in the name of their wives 
and daughters and even other relatives. The share registers, 
however, do not always give a definite idea on account of the 
_ system of blank transfer which is prevalent in Caleutta but not 
in Bombay. ‘The’shares held in the name of a managing agency 
firm and its partners may be considerably more or less than the 
a~ number indicated in the register because some shares may be held 


eon blank trarfsfer. It will, therefore, be some what difficult for 
us to make any statement on the extent of the managing agents’ 
shareholdings. DS 


Although it may be difficult to obtain an estimate of the 
exact amount of shares held by managing agents in a company, 
a fair index of the extent of their holdings may be had from a 
study of the Summaries of Capital and Lists of Shareholders in 
two different periods, the one in the year after the incorporation 
of the company when the first list was filed and the other in 
more recent times. An estimate of the extent of the agents’ 
holdings in the first period based on the amounts as given in the 
earliest lists of shareholders 1s not likely to be vitiated very 
much by the practice of blank transfer. The transfer and re- 
transfer of shares must have begun later. A comparison of the 
extent of shareholdings at the two different periods will also 
assist us to discover any possible tendency among the agents to 
=  yeduce their holdings and dispose of the same to the investing 

public. A careful examination of the Summaries of Capital and 

Lists of Shareholders filed with the Registrar of Joint-Stock 
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Companies, Caleutta, at the two different periods has given the 
following results. :— z 


. — 


* 7” i —E of Percentage uf 
shares 
Name of Jute Co. . Year. Total number held by — K 
an’ - ) — -öl shares. Managing Managing 
5 A * Agents. Agents. 
(1) The Auckland Jute Mille, Ltd.' ... 1909 ? 20,000 426 21 
-= (Messrs. Bird & Co.) w... 1934 30,000 -735 2.4 p 
(2) The Kankinarrah Jute Mills, Ltd.* 1883 14,000 3,885 27.7 
«© (Messrs. Jardine Skinner & Co.) ... 1935 40,000 - 4,608 nei. 
(3) The Hooghly Jute Miils, Ltd? ... 1914 1,59,600 20,655 1229} 7 
(Messrs. Gillanders Arbuthnot f * 
set . & Co) A Pe .. 1995 1,59,600 9,080 5.6 
(4) Tho Neihati Jute Mills Co.. Ltd. ... 1906 11,000 1,125 10.2 
’ (Messrs. Heilgers & Co.) ‘,.. 1934 17,500 155 — 
(5) The Kelvin Jute Co., Ltd.* .. 1908 16,000 518 uit 
(Mesere. Mcleod & Co.) 1985 17,000 . 15 Al = 


There is a practice with some Calcutta agency firms to own 
subsidiary companies which play a part in the financing of the 
concerns under the management of the parent companies. In 
forming an estimate of the extent of the managing agents 
shareholding in a concern, the amounts held by such subsidiary 
companies will have to be taken into consideration. The Calcutta 
Discount Company, a subsidiary of Messrs. Andrew Yule & Co., 

_ Ltd., and the Strand Properties, Ltd., a subsidiary of Messrs. 
Mackinnon Mackenzie & Co., are two typical instances. 

The foregoing study of some representative lists of share- 
“holders makes it fairly clear that the European managing 
~= agents in the case of the Caleutta jute mills have seldom contri- 

buted any considerable portion of their initial fixed capital. In 

a few cases they have no doubt subscribed to the share capital of 
the companies under their management to some extent. But 
there is a general tendency with them not to hold the shares 
permanently but to dispose of them to the investing public as 


. ` 1 Summaries of Capital and Lists of Sharcholders made op to 20th June, 1909 amd 
up to llth May, 1034. 
23 Summaries of Capital and Lists of Shareholders made up to Silst December. 
1883 and up to (6th February, 1955. 
s 3 Summaries of Capital and Liste of Shareholders made up to rd Angust, 1914 
and up. to 2ist June, 1935, 
lers made up to 2nd April, 1906 


- a Summaries of Capital and Liste of Sharebok 
and up to 24th November, 19%. 
_ % Summaries of Capital and Liste 


and up to 18th April, 1985. 
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such an extent that tħeir holdings have become quite insigni- 
ficant. Thus they are truly underwriting firms, holding very 
few shares in their companies, always endeavouring to pass them 
on to the public. whenever possible. The managing agency 


_ System presents in this respect a sharp contrast to that prevailing 


in the cotton mills of Bombay and Aħmedabad. » The tradition 
in Calcutta is altogether different. The agents themselves have 
an entirely different conception of their functions in this respect. 
“They take a pride in disposing of issues to the public and they 
“consider themstlves highly successful agents if they are able to 
“dispose of the whole issue in this manner. If people have faith 
in the managing agents, they will be anxious to buy the shares 
in the concerns under their management. It is obvious the 
greater the reputation of the managing agents, the greater will 
be the inducement to invest in the companies promoted by them 
and the managing agents under such circumstances will be left 
with very few shares in their hands. Mr. K. C. Mahindra 
observed before the Tariff Board of 1932 that his firm, the 
Martins, did not hold even 20% of the shares of the companies 
under their managing agency because they prided themselves on 
the fact that they were successful agents.’ The nearer a concern 
ean be brought to the point where the agent has to- hold the 
smallest possible percentage of the~ share capital, the more 
successful will the agent be called.. Like the Bombay and the- 
Ahmedabad agents they are not inclined to lock up their resources 
by holding shares in their own portfolio but they take the @arliest 
opportunity to free their funds from the shareholdings in a 
company so that the same might be made available for the benefit 
of another company. It is only when public floatation proves a 
" frost "" that managing agents are left with a large number of - 


shares. ‘The public, for example, may subscribe only 20% of 


_ the capital and 80% may be left in the hands of_the managing 


1 Evidence of Mr. K. O. Mahindra of Messrs. Martin & Co., Indian 
(Colton. Textile Industry), 1932, Vol, V, p- 57. This is tras Wen in ———— ee: 
Messré. Martin Burns, Id., managing agents of the Iron and Steel Co., Ltd, Td in 
1080, only 10,000 shares out of m total of 25,59,006 shares taken up and of iha gion 
- Corporation of Bengal, only 1,00,000 shares out of a total of 92,48,800 shares taken up. 


* 
all — 


>» - 
> ee 
a 
ø - . ce ô s 


KIS 





è — =) te Me 
MANAGING AGENTS IN THE ROLE OF INDUSTRIAL FINANCIER 153 - 
~ z 
agents in the beginning. Managing agents under such circum- 
stances do not close down the concern but devote themselves 
ĉarnestly to the task of showing to the public that the company 
would work well." After a few years when they have been able + 
to show for the company a good record, the proposition becomes 
attractive to the public who had prev iously shunned it and the 
shares are quickly disposed of. Here again the managing agents — 
fulfil their functions as intermediaries between the company and 
- the investors. Their shareholdings at the start are never _yolun- 
tary and at the earliest opportunity these are sold out. This 
aspect of their’activity may very usefully be compared to similar 
a functions performed by the industrial banks of Germany in the | 
investment field. 
As regards the position in the cotton mills of Bombay to-day — = 
the statement that the majority of the shares in their different. i 
mill companies are held by managing agents is also debatable. 
Ever since the cotton mill industry was “EA in the last post- ~- 
war _ depression, managing agents have been steadily unloading - 
the shares on the stock exchange. Their holdings have in many 
instances been severely reduced. Mr. J. J. Kapadia made 
certain investigations into the lists of shareholders of a number 
of companies at the office of the Registrar of Jointstecks Com- 
panies, Bombay, and found that in the case of some mills the 
agents’ holdings were - insignificant. In one instance 6,000 
shares were divided among 500 persons of which the managing 
agents held only 83. In another case out of 4,000 preference 
shares, 2,863 shares stood in the name of a Maharajah and out 
of 7,500 ordinary shares, the number of shareholders was 800, 
the managing agents holding gnly 341 shares.” Whatever might 
have been the position in the earlier years, the managing agents 
are not to-day the principal shareholders in the Bombay cotton 
mill industry. Their holdings are in many cases a small fraction 
of the total capital and frequently less than those of single indi- 
vidual holders. In the Bradbury Mills, for instance, the manag- 
ing agents, Messrs. Currimbhoy Ebrahim & Sons, Ltd., held 
-~ 624 shares including 40 in the name of Sir J. Currimbhoy out 
-of a total of 4;000 ordinary and 6,000 preference shares or 6.2%. 
1 Letter from Mess Martin, & Co,, lith September, 1932. Memorandum of 
— Notes by Mr. K. ©. Mahindra, Indian Tarif Board (Cotton Textilo Industry), 1932, 


Vol. TII, p. 247. 
2 Oral Evidence of Bombay Shareholders’ Association, Indian Tarif Board (C 


Textile — — 1933, Vol. V, p- 110. 
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_. els Mills the agents also held 624 shares only out 
of a total of 9,600 shares or 6.5%. 
— The question of the stake of managing agents in the concerns 
© under their control has aroused a great deal of interest. A 
— comparatively heavy stake in the enterprise by means of share- 
holdings has generally been considered highly desirable. The 
more substantial the interest of the managing agents in the share 
capital of the company, the more ensured the identity of interest 
between the agent and the company. It bas often been 
suggested that they should have a statutory holding of at least 
25% ; even as high a percentage as 60% has been advocated. 
The anxiety is always there to safeguard the interests of the 
shareholders. If the agents’ holdings are insignificant, say 10%, 
= „Or even less, there might conceivably be a sort of divergence of 
interest between the agent and the company. His financial 
stake in the industry is nil and he will not be induced to 
manage it carefully and efficiently. The absence. of practically 
any shareholdings by managing agents in Calcutta in the con- 
cerns under their management may from this point of view be 
a source of grave anxiety to the shareholders. There have 
actually, been cases where efficiency of management has vaned 
with the*interests of managing agents in their respective con- 
cerns. <A well-known firm of E ean managing agents con- 
trolling a large number of jute mills only a few years ago met 
with severe criticisms in the hands of shareholders who com- 
plained that the agents’ holdings in the companies under their 
management were only 17% of the total capital and this was 
responsible Yor the fact that the jute companies under these 
rticular managing agents were not making any profits. 
' While admitting the desirability of managing agents «having 
a substantial stake in the enterprise, it must be pointed out 
that the shareholders’ interests will not be jeopardised if 
the agents regard their connection with the Company not 
merely from the viewpoint of commercial interest but as a matter 
involving their reputation.* Under such circumstances the ques- 
tion of the stake will naturally be shorn of much of the 
importance which is frequently attached to it. ‘As the Tariff 
Board have rightly pointed out in their rt (1932), ‘* Where 
~ +4 he*managing agent represents a high — ard of ability and 
sense of responsibility, it may make little difference — 
to what extent the managing. agent is in — in 
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share capital of the company. The better — of ‘managing 
agent works partly for the remuneration fixed for him under his 
agreement but partly also out of regard for his reputation and 
out of a sense of pride in the tradition of management associated 
with his concern.™ > Tt should also be remembered that when — 
the managing agents’ holdings are preponderant, the rest of the 
shareholders have very little effective voice in the management 
of the company whose control remains entirely with the manag- 
ing agents. Indeed where the management is not efficient, the 
holding of a considerable portion of the share capital by the 
managing agent may be fraught with disastrous consequences for 
the company. In some quarters there has even been a strong 
feeling to restrict the managing agent's holdings to a definite 
percentage of the shares. of the company.” — 

From the foregoing study, it is clear that although the 
managing agents have in some cases participated in the share 
capital of industrial companies, any suggestion that they are- 
singly the most important or largest shareholders will be, with 
a few exceptions, incorrect and misleading, at. least in the 
present times.* Contrary to general belief, it appears that their . 
contribution to fixed initial capital by way of subscription to 
shares has not been considerable. The managing agent® have, 
however, contributed to fixed ¢ ital expenditure in another form. .. - 
For the purpose of financir “schemes of extension and re- 
organisation in the concerns ‘under their management they have 
eel furnished long-term loans or have taken up debentures 
“in large amounts. ‘The importance of this aspect of the manag- 
ing agents’ rôle as an industrial financier can hardly "be over- 
estimated in a country where there is no organisation which can 
furnish loans against the fixed assets of industry or where deben- 
tures are not as popular a method of investment as in the West. 

In the case of the Bombay cotton mills where figures for manag- 
ing agents’ holding of debentures are available, it is foun? that 
Rs. 45.5 lakhs out of a total debenture issue of Rs. 238 lakhs 


~~ 
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t Repori of the*Indian Tarif Board regarding tho grant of protection to the 


Cotton Textile Industry, 1932, p. 86. 
2 Seo Legislative Assembly Debates, Vol. VI, No. 8 (Sth Sept., 
* According to the investigations of Mr. D. Datta, a research student workin 
uuder my direction, the Managing agenta of the Auckland Jute Co. Ltd.. In 20 | 
of the Anglo India Jute Mills Co. Ltd.. 25% of the share capital in LMS and i bju 
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were taken up by them.’ In more Rent years of unusual diffi- 


á culty they spènt not less than Rs. 75 lakhs there in the matter 
of new equipment.* | * 
During the development period or during a period of 
. ~ depression when banks would not advance money or the public 
would not take up debentures, they have rendered considerable ~ 
financial assistance. There are some mdustries which required 
quite a number of years before they become profitable. Wor the 
first seven, eight or ten years no profits are earned and they 
require careful nursing during this development period. The 
tea industry is a case in point. Tea gardens become paying pro- 
positions in atleast the sixth or seventh year. A considerable 
amount of expenditure has to be incurred without any return 
during this period of development. The industry is nursed by 
managing agents during all these barrémeyears. Very few tea 
companies in India can, on the strength of their share capital 
alone, stop liquidation. Electricity supply companies are another 
firm of industry which require at least in this country a pretty 
* ‘arge number, of years before they can show profits. The 
s` advances and guarantees of managing agents running frequently 
to several lakhs of rupees serve to sustain the struggling concerns 
‘during’ this period. A firm of managing agents financing such 
4 ~«. “companies at Bhagalpore, Muzaffarpore, Cuttack, Mirzapur and 
m Mangalore advanced and guaranteed in this way 12 lakhs of 
rupees. They would have certainly gone into liquidation with- 
out the financial assistance of their managing agents.” 
. There are meee numerous instances where the managing 
* agents have saved enterprises from ruin by timely loans and sub- 
-~ scription to debentures. A company for the production of aero- 
~ plane spirit in Bengal, the pioneer company in this line in India, 
which was started in 1918 with a capital of Rs. 12 lakhs was — 
saved from liquidation in 1923 by the. financial assistance of 
managing agents to the extent of Rs. 17 lakhs and the company was 
payable to a dividend ofads%.* The Paper Pulp Company 
started in 1919 showed k S if of nearly Rs. 16 lakhs for the first 
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P 2 Speech of Mr. (now Sir) H. Mody, Legislative Assembly Debates, March, 1936 
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nine years. The advances “made by managing agents fluctuated’ l 


between Rs. 15 to 25 lakhs. The Kumardhubi Engineering 
Works obtained from time to time loans from their managing 
agents amounting to Rs. 22ł lakhs. Without this finance they 
could not carry on." = i 
During a general crisis or depression in a particular industry 
managing agents have sithilarly lent their financial assistance 


and saved many industries from certain ruin. In the difħcult 


years of 1920-21 when the banks would not advance money, the 
managing agents of seven Indian tea garden companies advanced 
Rs. 7 lakhs to help them through the slump. Five of them sub- 
sequently recovered to a dividend-paving stage? In another 
instance, in the case of a company whose works were situated in 
Northern India, the managing agents made unsecured advances 
to the extent of Rs.°28*likhs in 1923 and in the next year took 
up nearly Rs. 243 lakhs of a debenture issue of Rs. 25 lakhs when 
the debentures could not be sold owing to a lack of confidence in 
the company. The concern was in a very sound position subse- 
quently.” In many cases managing agents in their efferts to keep up 
struggling concerns during a series of disastrous years continued 
making unseciifed advances and increasing their financial risk 


and in the end nearly lost their all. “The managing agents of 


Britannia Engineering Company lost in this way Rs. 5 lakhs, of 
Russa Engineering Company Rs. 7 lakhs, of Indian- Tanneries 
Rs. 263 lakhs, of Satikdih Coal Company Rs. 2ħakhs and so on.' 
Had not the managing agents retrieved the companies by their 
steady and persistent nursing at considerable „sacrifice through 
all the barren years of their existence, they would have been 
forced into liquidation, many a valuable industry would have 
been lost to the country and the shareholders would have lost their 
all. à 
Another important form of financial assistance rendered by 
managin g agents has b the provision of working funds for 
industry. In Bombay ata —— d they attract enormous 
deposits from the public for financing the current expenditure of 
cotton mills. As a result of the last “depression the deposits 
no doubt declined but in the years before the depression, 





_  * Degislative Assembly Debates (Sir N., N, Sircar’s Speech), Vol. VI, N: 

“pp. 808-7. $ 

— Ibid. Hudson's Speech), Vol. VIT, No. 7, p. 1762. : 
S. Thid. . ⸗ 





ll 


4 Ibid., Vol. “VIP No, -109. . 


ES TA 











cs * 
Toca , e — 


ms 5 lt s 
INDUSTRIAL FINANCE IN INDIA -> 


> 
the total amount was considerable. In March,’ 1924, total un- 
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Seer loans, mostly in the form of “deposits, — in the 
case of “Bo y Mills to Rs. 11.9 crores. Even on the Ist of 








October, 1930, the deposits held by 64 mills in Bombay were 
‘Rs. 2.73 crores. Eleven per cent. of the total finance required 


was derived from this source alone. The total deposits in the 
Ahmedabad Mills have been estimated to be more than Rs. 7 
crores." 

Tt is the financial standing and reputation of the managing 
agents that have served to draw such enormous funds into the 
mill industry. Not only do the managing agents attract deposits 
in this manner”™ but they have also to furnish the working funds 
themselves. The amounts loaned by managing agents to the 
Bombay and Ahmedabad cotton mills totalled in October, 1930, 
Rs. 5.32 crores and 2.6 crores, respectively. “These formed 21% 
and 24% of the total finance required by the mills while bank 
loans formed only 9% and 4%.” This gives an idea of the 
preponderating nature of the financial assistance rendered by 
managing agents. > > Provisions are sometimes expressly inserted 
in the managing agency agreement itself that the agents will be 
under an obligation to furnish the working funds to the com- 
pany at an agreed rate of interest.*~ In Calcutta, where manag- 
ing agents are not interested in the share capital of their com- 
panies to the sante extent as in Bombay and Ahmedabad and 
where deposits are not in vogue, industrial finance is provided by 
them to a great extent in the form of Toans on current account. 
The. balance-sheets of a large number of jute mills indicate the 
enormous amounts due to managing agents in this way. 

Besides attracting deposits and assisting industry directly by 
furnishing their own funds, the managing agents reñder invalu- 
able financial assistance in an indirect manner as they arrange 
for and have to give their guarantee for all the bank loans, cash 
credits and overdrafts required by the industrial concerns sunder 
their management. The Imperial Bank of India and following 
it the other commercial banks as well are unwilling to lend 


-current finance on the promissory note of the industrial company 


against the hypothecation of its liquid assets, They insist on 


e — 


1 Report of the Indian Central Banking Enquiry Gocnniiitine, ae 1, Pant I, 
p. 278; alo Vol, TTI, p- 481. k A 

= Ibid. fe p- 278. . > 
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an additional „guarantee from the managing agents. This 
guarantee is sometimes not dispensed with even when a regular 
pledge is given and the ‘banks are in physical possession Of the 
goods. The practice of requiring two signatures is an essential 
part-of the present banking structure of the country. Under the 
circumstances industry cannot raise*its working finance from the 
banks without the help of the managing agents. Bank loans do 
not indeed form a considerable portion of the total working 
finances of the Bombay cotton mill industry and they play a 
still less important part in the financing of the Ahmedabad mill 
industry. But whatever banking assistance has been secured, 
it has been done with the help of the managing agents’ 
guarantee. In Calcutta and elsewhere where the system of 
financing current expenditure by attracting deposits is not pre- 
valent, industry has to depend to a far greater extent on bank- 
ing assistance. The managing agents here are almost indis- 
pensable in securing for industry its current finance. There is, 
however, a slight difference with the practice in Bombay. In 
Caleutta the managing agents In many cas “have not to give 
their personal guarantee as in Bombay, but they merely give a 
guarantee that the overdrafts granted are “always covered by 
stocks." It must be observed in this connéction that even in the 
ease of important industries with long established records, banks in 
India would not- dispense with the giving of guarantees by 
‘managing agents. Even in the well-known Tata group, the 
extent of annual guarantees by mana 
Rs. 51 crores.’ 

The managing agent not only furnishes the necessary 
finances or arranges for them but by affixing his name to the 
prospectus*of the company induces the investing public to come 
out with their purs@for subscription to the capital of the concern. 
The affixing of his name to the prospectus means to the investors 
the setting of the seal of his approval to the enterprise and they 
‘attracted by thousands towards the company. The well- 

regulated firms of managing agents have created a tradition and 

built up a reputation in the — world. The public have 
— ë unbounded faith in such manaġing agents and do not make the 
slightest hesitation to put their savings in their hands. There 









ll ; 


A Report df the Indian Central Banking Enquiry Committee, Vol. BF Part 


—* A — 2 Statement on the Memorandum for amendment of Indian Companies Act! 


‘21—1789B » 





+ 


Da P f > 
ding agents to banks is nearly 


> 


2 wg 





ol i >- — 


= bas been in recent years a tendency to minimise the importance 
=" ofthe rôle played by managing agents as an industrial financier. 
The managing agent's power to attract capital has been doubted. 
- But a glance at the, pages of India’s industrial history will at 
once reveal what an enormous hold good managing agency 
houses have over the investing public—what an attractive field 
of investment the businesses under their management have 
always been considered. They have never lacked the support of 
the investors and they have never failed to raise whatever 
finance they require. To méntion only oné-instanee, which is 
typical of well-reputed firms of managing agents: the Iron and 
Steel Industry under the managing agency of the Tatas. In the 
beginning it was believed that the enormous amount of ,money 
required for constructing and equipping a modern steel factory 
would not be found in the country and recourse was made to 
the London money market. But the London negotiations broke 
down and it was decided to appeal to the Indian investing public 

for financial support of the gigantic scheme. 

The response was magnificent. The entire capital required 
for the construetion works amounting to more than one and a 
half crore of rupees Was subscribed at the end of three weeks only. 
An idea may be formed of what a tremendous rush there was for 
the shares from the graphic description given by Mr. Axel 
Sahlim, one of the consulting | engineers ‘of the Tatas, while 
lecturing before the Staffordshire Iron and Steel Institute in 
1912 :— ; — 

“ From early morning till late at night, the Tata offices in 
Bombay were besieged by an eager crowd of investors. Old and 
young, rich and péer, men and women, they came offering their 
mites ahd at the end of three weeks, the entire capital required 
for construction equipments, £1,630,000, was secured, every 
penny being contributed -by some 8,000 Indians." ' 

The above account bears eloquent testimony to the trust and 
confidence, which a food house of managing agents creates in the. 
minds of the public. No better proof,could-be given of the power 

of managing agents to attract Indian capital to th hitherto 
suntrodden paths of industrial investment, | — wr 
— . The sugar industry is a more recent case in point. At a 
"time when investors were*holding aloof from capital investment 
p k = e ns 


+ Quoted in Capital, Indian Industries, ‘Trade and Transport oie 
December, 1933, pP- 46. f Supplement, 
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all over the world, the sugar companies floated in India had never 
lacked’ their financial support. “Their issued capital had been 
fully subscribed and even oversubscribed Almost» immediately — 
after their flotation. This was principally due not only to the 
grant of protecti but also to the” fact that most of them had 
been established under the managing agency of very able and 
well-known firms. The raising of capital from the investing 
public would never have been so easy a matter-if the companies 
were not fléated wunder the aegis of firms in whose ability and 
financial standing they had immeasurable confidence. * 
We have made a special study of the lists of shareholders 
in the” case of the jute mills er Calcutta firms of managing 
agents at the office of the Registrar of Joint-Stock Cémpanies, 
Bengal... One fact of startling importance that at once leaps to 
the eye is the steady increase of financial stake of Indians in the 
jute mill industry. In the earliest stages of the development 
of the industry, scarcely an Indian owned a share in any of the 
jute mills. Almost all the jute mill. shares were held by 
Europeans and the names of one or two Indias only could some- | 
times be found among the lists of shareholders. Thus in the first 
Summary of Capital and List of Shareholders which was made up 
to 3lst January, 189Gof the Albion Jute Mills Co., Ltd., the 
name of a single Indian could be seen. He owned only 25 
ordinary and 25 preference shares out of a total of 6,000 ordinary 
and 5,000 preference shares of Rs. 100 each." Even as late as 
the year 1909 we find the name of only one Indian as a share- 
holder in another jute mill, víz., the Auckland Jute Co., Ltd. 
He held 160 shares only out of a total of 20.000 shares of the 
value of Rs. 100 each.* During the last 15 or 20 years a 
remarkable change bas been taking place in the domicile of pro- 
prietory interests. Indianisation of jute 





‘mill stock has been pro- 
ceeding rapidly and on the eve of the outbreak of World War II 
- more than 60% of the shares were held by Indians all over the 
country. The dispersion of proprietory interests which we have 
observed in the case of the jute mulls is generally true of other 
businesses as well. This tendeney of the notoriously shy Indian 
i readily.seeking investment in. the jute mill and other 


— Summary of Capital and List of Shareholders made up to let January, 1596 
The Albion Jute Mills, Ltd. 

) 2 Summary of Capital and List of Shareholders made up to 29th Jone, 1909— 
The Auckland Jute Co., Ltd. 7 | 


f 










A Sah 
= 






x — —* > a: ber j- 4 A — Ñ S n * 
EW — « — a fia — * — a we i 
— ———— — ag s+ he 


ustries Been shows an ———— faith in the firms of 5 
agents which contro them. The Indian inv 
with his money unless he had believed 
that it was safe in the hands of the managing agents. 
a | Managing agents have certainly created a ‘feeling of Fant 
and confidence which tends to encourage a steady flow of capital 
into industry. Indian industrial history abounds with numerous 
examples to show that a ventures, promoted by a well-reputed 
managing agéncy house is likely to attract public money more 
_ easily~and quickly and to a larger extent than a similar venture 
under a Managing director. In fact, the system of managing 
agency has a far greater list of successes an the country than any 
other system of management, "And yet Mr. Manu Subedar in ~- 
his Minority Report of the Indian Central Banking Enquiry 
Committee did not hesitate to observe, ** The managing agency 
system tends not to encourage but to check the flow of capital 
in industry.” Perhaps no other system would have been able to 
dispel the shadow of doubt and suspicion which tended to magnify 
‘in the eyes of the Indian investor social Arken in industrial 
i = investment tõ“ a most disproportionate extent. The supreme 
“achievement of Managing Agency has been to draw Indian 
Ped capital away from its traditional preference for land investments 
7 into the field of industrial participation. + 
= z 
“a Defétts of the Managing Agency System of Finance— 
Inter-investment of Mill Funds : K — 





Although the Mnanaging, agency systepr-has rendered a very 
useful service to Indian industry by furnishing the n | 
finances directly orindirectly, the~ system of financing» 8 

managing agénis™kas been open to grave ‘defects. In many 
cases they have pursued suchunsound and questionable methods 
in financing industries undef their control that the whole system 
of ——— by managing agents hag come to be regarded as 
unreliable, ungertain and unstable. The practice of iņter-_ 
— investment | ands bysmanaging agents pg a. 
: most vital defect’ in this — finance. 
t t The surplus funds -ọf'one mill may : 


























been several cases in recent years where such.a practice has 
tS been. followed in the cotton mill industry. The balancé-sheets 
vy X of various cotton mills both in Bombay and Ahmedabad are 
es dotted with records of loans and advances to companies in which 


ir: the same agents are interested. Fhe Nagpur, Swadeshi and 
Ahmedabad Advance Mills purchased in 1922 the debentures 


j issued by the Tata Mills under the same managing agency 
7 (Tata Sons, Ltd.) to the extent of Rs. 60,00,000 out of a total 
ue of Rs. 1,00,00,000. In 1927 the Fazulbhoy, Pearl, 
rescent and Indian Bleaching Mills all under the ageney “of 
Messrs. Currimbhoy Ibrahim & Sons, Ltd., purchased shares of 
the Premier Mills under the same agente to the extent of 
~ Rs. 13,71,390. The balance-sheet of Sir Shapurji~ Broacha 
Mills for the year ending 3lst March, 1924, shows an advance 
of Rs. 4,35,353-5-4 to the Indian Woollen Mills under the 
same age (Messrs. Mathradas Gokuldas & Co.), and that 
of thes Morarji Goculdas Mills for 30th June, 1925, shows 
a loan of Rs. 1,27,210-10-11 to the MDharamsi Morarji 






Woollen Mills under the same management.- The balance-* 
sheet of the Finlay" Mills for 1926 discloses* a loan of ` 
Rs. 5,50,000 to the Swan Mills under the same agents and that “ot * 


the Gold Mohur Mills for 30th September, 1927, shows a loan of 
8 lakhs from the Finlay Mills under the same agency.” 











is- highly "questionable. There may be no evil consequences 
the financial standing of both the mills is very good but 
the interests of the shareholders as well as the larger intérests 
| of the industry maybe seriously préjudicéd ‘when the funds of 
A soncern of a strong financial position are employed in financing 
cö paratively weaker one. Reserves of several well-established 
Jls have in this manner been frittered away” by lending them 
R ‘others newly started by the sa@ifie managing agents. When 
new mills fell under evil days fhey dragged the old ones to 
—— liquidation along with them. This interlocking of interests often 
ce = spells ruin even for financially sound concerns which have been 
— on to weaker sister concerns. Iends also-to perpetuate 
quite wastefully the life of evem thoroughly insolvent or unsound 

— 








concerns which in the larger interests of the industry as a 


ey 
p- Representation to the Tarif Board, 1982, of the Bombay Shareholders’ Asso 
Cain, dated lth June, 1932. : 





can easily be multiplied. Such a method of financing _ 
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whole should be immediately closed down." A reference to the | 


proceedings of the tariff Board of 1927, conducting the cotton 
textile industry enquiry, will show several instances where this - 
practice of mixing up the funds of different concerns resulted in 
heavy losses and in the ultimate ruin of the better concerns in 
an attempt to save the weaker ones. ‘The employment of the 
funds of the New Spinning Mill for financing the Haripur and 
the Ahmedabad Vepar Uttejak under the same management, the 
advances in the cases of the Saraspur, Edward and Srinagar 
Mills wnder the same agents and those’ in the case of the Whittle 
Mills (Broach), Asarva and Swadeshi Mills (Ahmedabad), Surat 
Industrial Mills, Viramgram Spinning and Manufacturing Com- 
pany, Viramgram Alfred Mills Co., and Kulol Kapadia Mills, all ~ 
under one agency—ahd the consequent heavy losses and liquida- 
tions are matters of record.* The practice is notò rare as was 
supposed by the Tariff Board of 1927 and during the years of 
depression it had tended to grow considerably.’ + 
The practice is not entirely unknown in Calcutta. There 
“are some mansging agents who strictly adhere to the principle 
of refraining from lending the funds of ofie*company to others 


‘under their control and management. In the Martins, for 


instance, there is no such practice. But we have come across 
some cases of Calcutta managing agents who have taken to the 


_ practice of inter-investing. The most E TP ST in this 


connection are those of the India Jute Co., .„ and the Megna 
Mills Co., Ltd., and of the Gourepore Jute Co., Ltd., and the 
'Nuddea Jute Mills, Ltd., all in the group which consists ‘of 
Mackinnon Mackenzie & Co., Barry & Co., and Mcneill & Co. 
The Summary of Capital and List of Shareholders of the Megna 
Mills on 31st December, 1921, shows that out of all 61,208 sHares 
issued 50,000 wére held by the India Jute” Co., Ltd. The 
Megna was promoted in 1920 by the managing agents of the 
India Jute and the funds of the latter were invested in its share 


-= eapital. Not only did the India Jute invest in the shares of 


a 


¿the Megna but it had also been lending to it enormous funds. 
, > * = ied 
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t Memorandum o? Federation of Indi Chambers of Comméree and Industry to 
‘the Government of India regarding Amendments to Indian Companies’ Act, Dec., 1084. 
See the Indian Economist, January 7, 1935, p. 398. 

2 Indian Tarif Board (Cotton Textile Industry), 1997, IV (Evidence), p. 410. 

2 Report of the Indian Tariff’ Board (Cotton Textile Industry), 1982, p. 85. 

t Summary of Capital and List “f Shareholders; The Megna Mille, Lid.. 13th 
December, 1921. , RTE 
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ever since its establishment. On 30th September, 1922, the 
borrowings of the Megna from the India Jute stood at 
Rs. 65,52,000. At one time they touched the enormous figure 
— of more than one.crore of rupees." The shares of the Megna 
` considerably depreciated «in value, they were being quoted 
a few years agd at Rs. 22-8 per sharé while the nominal value 
was Rs. 40. It gives an idea of the enormous loss sustained by 
the promoting company which held, still in 1935, 40,540 
inary shares in the Megna representing more than 50% of 
its share capital.” 
The Directors’ Reportof the Gourepore Compan 
jute concern under too Co. ., for the half-year ening 31 Sat 
March, 1920, discloses a proposal for the payment of «a bonus 
«on ordinary capital at the rate of 400% per annum by fully paid 
share in the Nuddea Mills, Ltd., under the same managing 
agency. Rs: 24 lakhs were th invested in the Nuddea shares.’* 
The balanée sheets of the. Gourepore show further investments 
in theg% mortgage debenture loan of the Nuddea Mills. The 
Gourepore Jute is also found to have invested in the Gourepore 
Electric Supply Company, Ltd., under the same managing ~ 
agency. In 1935 ¿it held inthe Electric Company 33,500 
ordinary shares of Rs. 100 each.* 
Another instance is furnished by the Alliance Jute Mills, 
Co., Ltd., which utilised 15 lakhs of rupees out of the undivided 
profits standing to the credit.of its reserve fund in purchasing 
150,000 shares of Rs. 10 each in the capital of the Waverley 
Jute Mills Co., Ltd. ., under the same managing agents, Begg 
Dunlop & Co.” * 
Cases of inter-investment of funds in other industries are 
also. to be found. There is however, a difference with the 
Bombay practice for in most of these cases the managing agents 
were authorised by Special Resolutions of shareholders in general 
meetings to make these investments. The acquisition of shares 
in sister companies under the managing agency bv Special 
Resolutions of PHAreholicrs in general meetings is not entirely 


r 













a fee Balance-sheets x Endia Jute Co., Kitd., “arid Megna Mills, Ltd., from 
September, 1922, to’ September, 1935. . 
3 Jute Mills Review corrected wp to 30th Sept.. 1935. Ed. by H. P. Khandelwal. 
* Proceedings of the Ordinary Half-Yearly General Meoting of Shareholders held 
on 8th June, 1020. e 


a * Balance sheet of the Gourepore Co.. L dated Bist March, 1935, 
5 Return of Allotment on Mth October, 1976, of the Waverley Jute Mille, Ltd, 
* — 
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unknown in Bombay and Ahmedabad — far as it goes, is 
to be preferred to direct action ‘on the part of the managing 
agents without the knowledge and previous consent of the 
shareholders. By a resolution f the company in general 
meeting, tlie Osman Shahi Mills under the agency of Messrs. 
Currimbhoy Ibrahim & Sons purchased Rs. 12 Jakhs worth of 
- shares of the Azamjahi Mills under the same agency and =~ the 
Raipur Manufacturing Company took shares of the value of 
Rs. 25 lakhs in the Arvind Mills in the managing agency of which 
its agents were interested. Any way, this is an unsound method 
of financing and is liable to be abused. It is Satisfactory to note, 
however, that the Indian Companies Amendment Act of 1936 
includes provisions which aim at a restriction of the practice.’ 





Other defects of the Managing Agency System of Finance ~™ ,. 


The number of companies under the control of a managing 
agency firm is sometimes so large ‘that the strain om its financial 
resources becomes very great. It becorrfes impossible on its part 
to meet adequately the demands of the several concerns under its 
management. How heavy the financial strain may be is amply 
illustrated by the acquisition by the Currimbhoys of the agencies 
of the Mathradas group of Mills in 1923. The difficulties are 
further accentuated by the entire absence of any practice among 
managing agency firms to “work in joint co-operation or in 
syndicates when financing industry on a Jarge scale. Invest- 
ment bankers all over the world have adopted this practice not 
only to solve the problem of financing which may be too big for 
any one of them singly but also to spread out the risks among 
the participants. These are not to be achieved under the Indian 
system of financing by managing agents. >e 

Althougħ the-most important function of managing agents 
is to render financial assistance to industrial concerns under their 
management, managing agency agreements seldom make it 

-~ _ obligatoty for them to provide this assistance Aidequately. 
> Elaborate provisions are found in the Articles of Association and 
<+- “the agreements themselves which stipulate that the managing 
© agents will be entitled to charge and be paid by the companies 
- interest, even witb monthly fests, not only for all advances made 
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by them but also for those made by the third parties, the 
repayment of which may have to be guaranteed by them.’ But 
there is no reference to any obligation on their part to provide 
the requisite finance, or to amy penalty in case they fail to do so, 
when’ required, on reasonable terms. The managihg agency 
agreement of the Mohini Mills, Lt., contains a clause to this 
effect. It is provided that the managing agents should remain 
obliged to advance up to Rs. 60,000 for carrying on the work of 
the mill if necessary at 7% interest, for which they will have 
-i „the first SNES on, the — and immovable property of the 
“mill. If they f —* supply the money, they may be dismissed 
by the Directors” and may even be required to compensate the 
mill company if it has suffered im any way owing to their 
‘inability to furnish the money.* This forms an exception and 
inot to be met with in the general run of agreements. 

The absence of such provisions makes it easy for the 
managing agents to escape from | and shirk the responsibilities of 
financing. when the concern falls into bad times. In times of 
prosperity the funds may be advanced willingly and readily 

enough. But when a crisis envelops the industry or the parti- 
cular concern is badly hit, the managing agents are either 
- unable or unwilling to furnish the considerable amounts of 
money required. There are no dombt many cases where the 
agents have not failed to rise to the height of the occasion and 
have made magnificent sacrifices for their concerns. They have 
been known to put their private fortunes at the back of an 
industry and even to mortgage the ornaments of their women- 
folk to save it in a crisis. But there are many cases where the 
concerns have come to grief owing to the inability or unwilling- 
= -ness of managing agents to render necessary assistance. The 
real point is that the absence of any provision in the contract 
rendering it obligatory onthe agents’ part to provide adequate 
finance and the consequent immunity they enjoy on default has 
made the arrangement entirely one-sided and highly detrimental 
to the interests of the companies. The agents enjoy all the rights ~ 
‘and emoluments pertaining to their office but are not, under any 
contractual obligation to perform the main duty of their office— 
~ 






a An 110, Articles of Association, Sih December, 1990, The Gourepore Electric 


a, Supply. Lt 
3 a a: 22 of the Managing Agency Agreethent, The Mobini Mills, Ltd. 
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Bae the: provision of — Tti is unfortona that t thie Indian Com- 
panies Amendment Act of 1936 which aimed at a reform of the 
- managing agency system contained no provision to this effect. 

Trading and speculation by managing agents is another 

+ great defect. There are several instances, © specially on the 
| Bombay side, where the gents sustained considerable losses in 
share and cotton speculation. The consequent deterioration. in 
the financial pgsition of managing agents had undesirable reper- 
cussions on the mills themselves. Although the mills themselves 


were intrinsically sound, banks withdrew their cash credits . ™s 


because the agents had, become weak. Oe Re, i 
— ë 
Some of the methods*adopted by the e managing agents in 
financing industry have been highly questionable. In a number 
of cases managing agents have turned their loans into, — * 
with the results that the concerns have passed into their ha 
and the shareholders have lost all. their capital invested itham. 


Several instances may be quoted from Bombay. They are not ~ . 


unknown in Calcutta and during the last war-end boom many 
such cases were heard. In the case of a well-known coal company: 
the managing ‘agents converted their loans into debentures and * 
ultimately took possession. 
-The managing agency system rendered valuable services to ~ 

Indian industries in the past. It has been in force in India in 
its present form for the last 60 or 70 years and without its help 

- the industrial development of the country would never have 
reached its present stage. Finance is the life-blood of industrial 
growth and that finance has been made available for Indian 
iidustry through the system. Whenever the industries are in 
need of finance, whether for extensions and replacements *of 


machinery or for current expenditure or even for initial block, it 


is the managing agents who have to furnish it themselves or 

make arrangements: for it. The services rendered by managing 

agents in this connection have been very aptly compared to those 

: rendered by the German banks to national industries.’ In 
India where banking has developed on the lines of British com- — 
- mercial banking, which does not specially provide for industrial — 

finance, industrial development would never have gone even as 


Š far as its present stage, if the managing agency system had not 
* come into ing. This system has fostered Indian industries 


; 1 See Dr Nemepyis Evidence, , Indian Central Banking Enqui Committee, 
» Vol. Me — rat) ak * 
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E ks way very similar to the industrial activities of — —— 
a. banks.’ | 


= But it must be admitted that there has been considenEls | 


‘degeneration of the managing agents inthe present times. The 
— well-established agency firms, whether Indian or Euro- 
re te have rendered invaluable services to Indian industry and 
its evelopment and may still be of great advantage. But the 
; modern managing agents, with a few exceptions,«do not possess 
any of the characteristics of the old established houses. They 
-2 —— possess the most important characteristic of managing 
ats that of the ability to provide finance for the concerns 
un r their control. . Their limited resources and credit are 
much too inadequate for thé purpose. The finance required for 
.* s modern companies is so enormous that it is becoming increas- 
ily difficult even for the older houses to assist the companies 
under, their managementr The burden has been in many 
- Z instances too heavy to bear. The difficulties have been con- 
sit erably aggravated by the fact that managing agents, unlike 
investment bankers elsewhere, have refrained from working in 
Myndicates. This, it may be recalled, constitutes one of the 
z rravest defects of the managing agency system of finance. The 
- = holdings of managing agents in the companies under their control 
have considerably diminished and in many instanceg are insigni- 
ficant. A divergence of interest has naturally been created 
between the agents and their concerns. The absence of any 
~ obligation in the contract to supply finance on the part of the 
managing agents has rendered such a system ol financing 
extremely“nnsteady and unreliable. The close sense of persona! 
identity between the managing agent and his company which 
dominated the older houses and still actuates some of the well- 
established firms might have reduced the importance of this 
_ shortcoming. But it is fast-disappearing and was noticed by the 
~ Indian Tariff Board as far back as 1932. 
Another quality which made the managing agency system 
so successful jn the past was the efficiency of the agents based on 
their experience and technical know ledge. The new - fangled 
managin agents have no knowledge of manufacture, 
_ ing, techhical or scientific. They have no expert — ledge 
TAr — al of Bales. Purchase agents are appointed at the cost 
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~ —* ron Nemenyi's letter, dated 2lst August, 1992. to the; Indias Turi? Boers 
l Industry), 1992, Vol. IIT, p. 217, Fame -y 
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of the company and sales are entrusted to ignorant wholesale 
agents who again are paid by the company. The various irregu- 
larities committed in filing balance-sheets, lists of shareholders. 
extraordinary resolutions with the Registrars of Joint-Stock 
Companies are an illuminating commentary on their knowledge 
of commercial law and training in secretarial work. 

Under the circumstances the financing of Indian enterprises 
should be made less dependent on the managing agency system 
than before. The possibilities of forming an organisation should 
be explored for supplying finance to Indian industries, specially 
that particular form of fimance which has been the most 
important function of the managing agents to provide—viz., 
finance during the development period and for extension and 
reorganisation. One of the main causes of the perpetuation of 
the managing agency system has been shown to be the policy of 
the Imperial Bank not to lend current finance to industry against 
the hypothecation of liquid assets only but to demand an addi- 
tional guarantee from managing agents on the ground that 
hvpothecation was no security under the Act of 1920. With the 
passing of the Imperial Bank Amendment Act of 1934, the Bank, 
as already noted, has been authorised to lend directly against the 
hypothecation of goods, subject to the direction of the Central 
Board. Now that hypothecation is no mere additional collateral 
security as under the old Act, the additional guarantee of manag- 
ing agents can be dispensed with by the Imperial Bank and 
following it by other banks as well. One of the main grounds, 
therefore, onewhich the existence of the managing agency system 
has -been justified and has been sought to be perpetuated seems 
to have lost much of its force to-day. 
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But it must not be understood that we are suggesting that steps 
should be taken to end this managing agency system altogether. The 
abuses and malpractices which had disfigured the working of the system 
in the inter-war period were no doubt aggravated during and after World 
War II. But this was mainly because of the circumstances in which 
business was carried in wartime und of the genera] deterioration of business 
morality that inevitably follows a great war. It is admitted that the- 
system has had its drawbacks but the cure does not lie in the utter 
annihilation of the system. If the provisions of Indian Company Law 
were tightened up and the various loopholes under present law through 
which unscrupulous managing agente can abuse their position could be 
Ee ———— x Aer can $ hog as a powerful ins ent for 

pping the springs of private enterprise and play a significant rôle in the 
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of India, which could have fulfilled one important function of BERNE © > 
agents, vis., the supply of long term finance for development, reérganisa- 
tion and modernisation, has limited resources and is pursuing a very con- 
servative policy in relation to industrial financing. In the circumstances 
we strongly feel that under the present economic and financial struc- 
ture of the country the managing agency system should continue and 
shorn of the abuses and malpractice which have been responsible for 
much of the bitterness against the system, it would be a depengable 
factor in Indian industrial, financing. The Fiscal Commission and the 
: Planning Commission were also bitterly critical of this system but a 
careful perusal of their reports would lead one to believe that they had 
never desired that the system should be abolished. The Company Law 


Committee constituted under a Government of India Resolution, dated the — 


28th October, 1950, also considers that it would still be an advantage to 
continue to rely on the system. In order that the opportunities for the 
current abuses and malpractices may be reduced to a minimum the Com- 
mittee has recommended several changes in the existing Indian Company 
Law. ‘These changes relate to the (1) appeintment of managing agents, 
(2) the conditions of service of managing agents, (3) the remuneration of 
managing ugents and (4) the activities of managing agents in regard to 
borrowings, loans, contracts, sales and purchases, etc., made on behalf of 
the managed company. 
The Committee recommends that in future the period of a managing 
| agency agreement should not exceed 15 years in the first instance and 
„i ae renewals of the agreement should be limited to periods of 10 years. It 
i is further recommended that any renewal, re-appointment or extension of 
the term of a managing agent should not be made except during the last 
24 months of the agreement due to expire. While it is desirable that 
some restriction should be legally imposed on the period of managing 
agency agreements, we consider that the initial period of I5 years as 
X recommended by tho Committee would hardly proyide. sny incentive to 
z z. managing agents for spending their time and money òn a busiņess which 
might require quite a number of years for development. For by that 
: time the agents might cease to continue as such. From this point of view 
, the period of 20 years provided in the Indian Companies (Amendment) 


z Act 1986, as the date-line for the termination of agency agreements, 
id would have been more desirable. 

It is further recommended that all existing Managing agency agree- 
ments should be terminated on the 15th August, 1959, unless they expire 


before that date. 

| As regards (3), the quantum of managing agents’ remuneration has been 
recommended to be fixed at 12} per cent. of the net annual profits of the 
Company, whether such remuneration was paid in respect of his services 
As managing agents or otherwise, except to the extent to which they will 
be entitled to receive remuneration for such additional services as they 
n render to the managed company. A minimum remuneration of 


P. 


0,000 has been recommended in cases where the company does not 
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him a distributing agent in those*places where he has bis office, 
be a distinct advantage to the company, and reagguable remuvera- 
The payment of office allowance and 





tives of shareholders and the general public, and it has been quite properly 
sought to be banned. But at the same time it must not be forgotten that 
the managing agents are called upon to assume tremendous business risks 
and the 1259, on net annual profits, the limit ofremuncration desired to 
bo fixed, would hardly attract any entrepreneur te ifvesf capital in new and 
untried lines of business where profits arise only *aftdy prolonged waiting 
and careful nursing. * 2 

The widespread evils that have followed from réeckless inter company 
investments have been sought to be eliminated by a Tecomumendation to 
amend suitably Section S7F of the Indian Companies’ Act as it stands. 
Not only in future would it be the directors only who will be entitled to 
make such investments but there would also be ragtrictions on the manner 
in which such investments may be made. The limits that the Comi- 
mittee suggests should be placed on such investments by the Board of 
Directors sre (1) that the amount invested in the®shares of any company 
in the particular group should not exceed 10%, of the subscribed capitel 
of that comfpany and (2) that the tota] amount invested in companies 
in the particular group should not exceed 209% of the Subscribed Capital 
of the in ing Company. 

Another impGrtant recommendation of the Committee relates to the 
amendment of Section 87H of the present Act which seeks to prohibit a 
managing agent from engaging in any business on hia own account which 
is of the same nature as or directly competes with the business of the 
Company under his management. The loopholes offered by the phrase 
“on his own amount"’ had led to serious abuses and the proposed redraft 
of the section would render the section effective.* 
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CHAPTER VII 


THe STATE IN THE ROLE OF THE INDUSTRIAL FINANCIER 
Re IN INDIA 


A study of industrial finance in India will not be complete 
without a reference to the part played by the State in the provision 
of financial assistance for the industries of the country. In the 
beginning of British rule in India, the industrial policy of = 
Government was buttressed by the English economic philosophy 
of laissez-faire, and jit kept itself aloof from the indigenous 
industries. The Government at home subscribed to the same 
laissez-faire polic sed its influence to see that it was also 
adhered to in the “case of India. As late as 1908 when an 
Industrial Conferen¢e Svas held at Ootacamund and a special 
officer was .appdinted by the Madras Government under the 
Director of Industries to control pioneer enterprises, Lord 
Morley promptly discountenanced these attempts of the Govern- 
ment. He believed thft State effort should be strictly limited 
to industrial Mmstruction and should avoid all semblance of a 
commercial venture." Lord Crew who followed him as Secretary 
of State entertained the same belief as regards the futility of 
State trading on commercial lines but he had no objectién to the 
purchase and maintenance of experimental! plant<hy the Govern- 
ment. He was prepared to sanction the establishments of, a 












Department of Industries. But even after Lord Crew's, 


despatch the Government of India could not decide how far they 
would be justified in sanctioning proposals for financial and other 
forms of State-aid to industries. 

In the meantime the First World War broke out and the 
exigencies of the circumstances brought about a new orientation 
as to the ideas regarding the relations of Government and indus- 
try. Under the enormous stress of the war, the old doctrine ol 
laissez-faire broke down. The theory that interference by the 
State in the economic life of the country was injurious to its 
well-being came to be discarded. Even Great Britain which 
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t Despatch Number 50, Revenne, dated the 2th Tuly, 1910 
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was so long the citadel of laissez-faire policy adopted an active 
policy of encouraging home industries in various ways. In 
India, the Industrial Commission was appointed in 1916 and 
emphasised in its report the supreme importance of State-aid to 
indigenous industries. Besides suggesting various indirect 
forms in which the State cowd assist and encourage the Indian 
industries, the Commission recommended that the State should 
play a definite part in the financing of the small and cottage 
industries principally and also of the large-scale industries. As 
regards the latter, financial assistance rendered by the State, 
they recommended, should take the form of guarantees of divi- 
gnas, of loans of money, of undertakings to purchase output or 
of subscription to share capital in certain cases where sufficient 
private capital was not forthcoming.’ Circumstances in which 
such assistance might be given by the State should be cases 
where the starting of a new industry improvement of an 
existing one was required to supply an existing deficiency in the 
interests of national safety, or where a new industry would have 
an important bearing on the economic development of the 
country or where the extension of an old industry to a new 
locality would benefit local consumers or producers.” Assistance 
to small or cottage industries should take the form of direct 
loans or of furnishing plant on the hire-purchase system.” 

Before the publication of the report of the Industrial Com- 
mission, the interest which Provincial Governments had taken 
in the gndustrial development of the country was exceedingly 
meagre. A brief account may be given here of the efforts made 
in this direction by the Madras and United Provinces Govern- 
ménts. As early as 1898 the Department of Industries, Madras, 
attempted to pioneer the aluminium industry in India. Tn that 
vear the Government sanctioned experiments at the School of 
Arts in working up sheet and ingot metal procured from the 
In the course of six years a fairly large 
business in aluminium hollow-ware was developed and at the 
end of 1903 the Government thought that the time had arrived 
when private enterprise could We left to carry on the business un- 
aided. The government plant and stock were sold to the Indian 
Aluminium Co.. for a lump sum which left the Government 


1 Report of the Indian Industria! Commission (1916-1918), p. 184 
2 Ibid., p. 183 = i 
3 bid., p. 188. s> 
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with a clear profit of Rs. 50,000 on their experiment. The suc- 
cess of their first attempt at pioneering led the Madras Govern- 
ment to conduct experiments in developing chrome tanning 
and improved methods of weaving. As regards the chrome 
process of manufacturing leather, the efforts were highly success- 
ful. The chrome leather industry .is now firmly established in 
India and the pioneering efforts of the Madras Government were 
undoubtedly responsible for it at least to some extent. The 
capital expenditure of the Government in this connection was 
Rs. 69,596 distributed among land, buildings, machinery and 
improvements. In 1910 the Government withdrew from the 
venture and sold the plant to the Rewah State for a sum of 
Rs. 50,000. The Department of Industries also made attempt 
to manufacture pencils and glass but here they were not so suc- 
cessful. In 1914 arrangements were made by the Government 
to utilise the machineries of the two defunct pencil factories at 
Anakapalle and Bimlipatam. In the same year the Government 
also obtained the factory and plant of a glass manufacturing 
company which had been started in 1909 with a capital of 
Rs. 2,00,000 but had subsequently gone into liquidation. 

The Government of the United Provinces also took some 
interest in the industrial development of the province. A 
Conference was held at Nainital in 1907 by Sir John Hewett, the 
Lieutenant-Governor of the United Provinces. Following the 
recommendations of the Conference, the Government extended 
financial assistance by loans and grants to several cogcerns, 
especially to sugar factories. The Government, for instance, in 
their letter No. 43C, dated 25th March, 1912, -requested the 
Government of India for permission to sanction a grant of 
Rs. 30,000 to a sugar factory in Pillibhit owned by Raja Rai 
Lalta Prasad Bahadur. It was the first central factory in the 
province instituted and managed by the [Indian enterprise. 
Although there had been some losses, the enterprise proved to 
be highly instructive. From the point of view of sugar culti- 
vation and also as an object lesson to other sugar manufacturers, 
it was desirable to assist the concern. The proposed grant was 
sanctioned by the Government of India in April, 1912.' The 
grant was made on the condition that the firm would spend a 


1 Evidence of the Hon'ble Mr. A. W. Pim. I.C.S.. Financial Secretary to the 
Government of the United Provinces, Indian Industrial Commision Winutes 
Evidence, Vol. I, pp. 177-78, 
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ie Ante sum in —— the requisite machinery into their 
sats factory and would be reconstructed under the supervision of the 
= sugar engineer. There was no condition of repayment—it was 
= an out and out grant. In their letter No. 1661, dated the 23rd 
i August, 1912, the United Provinces Government again approach- 
| ed the Government of India .with a request for sanctioning the 
` grant of a loan of Rs. 7 lakhs to another central sugar factory, 
viz., the Babhnauli concern situated in the Gorakhpur District. 
The proprietors, Messrs. J. Macdonald, G. R. Macdonald and 
Farquhar Mackinnon had applied to the Government at first for 
' a loan of Rs. 5 lakhs on the security of the estate. Subsequently 
_however, they increased it to a loan of Rs. 7 lakhs. The applica- 

tion appeared to the U. P. Government to be deserving support 
inasmuch as the growth of such central factories was required to 
secure the flow of capital into similar enterprises. The loan was 
 sanctioned.by the Government of India and paid out of the 
— provincial loan account. It bore an interest of 5% and was 
repayable by equal yearly instalments spread over 20 vears, 
beginning two years after the grant of the loan.’ The concern 

had to pay Rs. 20,000 a year plus interest to the Government. 

It was a marked success and the Government were paid back their 
money.” A third loan of Rs. 5 lakhs was advanced to the 


Tamkahi Sugar Factory which had a capital of 10 lakhs on the. 


n security of landed property with no government contro] during 
the period of the loan.’ 

In pursuance of the resolutions of the Industrial Conter 
held at Nainital in August, 1907, referred to above, the Govern- 
ment of the United Provinces decided to carry on an experiment 
in- the“ cotton’ seed. oil industry at Cawnpore. It was arranged 
with Messrs. Begg Suther’ and & Co. of Cawnpore, that the 
Government would meet the cost of the building and the plant 
laid down in the factory and would pay Rs. 500 to the company 
for supervision and control during the experimental working. 
The company was to find the fwds for the purchase of the raw 
materials and general working expenses. It was also arranged 
that the Bank of Bengal would find the working capital and that — 


yi t Evidence of the Hon'ble Mr. A. W. Pim, I.C.S., Indian Industrial Commission. 
~ Eoidences, Vol. I, p. 179. | — 
8 Evidence of Mr. W. Maxwell—Kamrap Government Farm. Tbid., Minutes of 
—— Eoidene⸗ (Confidential), Vol. VI, p. 90. - 
AC _® Evidence of the Hon'ble Mr. H.R. C. Hailey, Director of Tand Recorde end 
~ Agriculture, Depa Thid Voh VL p. Os: 
— a rate, ` —_— 
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the Government would make good every six months whatever 


overdraft there might be on the account. The factory, however, 


had to be closed down in February, 1911, in view of-the orders 
of the Secretary of State in his Despatch No. 50, dated the 29th 
July, 1910, prohibiting State interference in the way of pioneer- 
ing new industries. The total Government expenditure on the 
experiment amounted to Rs. 1,74,611 and the total loss to the 
Government was Rs. 38,219. The Government pioneer venture 
was bought by Messrs. Hope Bros. of Cawnpcre. The State 


experiment in their hands was rapidly transformed into 4 sound 


business concern. In 1914, the Government of India was 


approached by the Provincial Government for obtaining sanction” 


to the grant of a loan of Rs. 37,500 to the firm for additional 
capital required by it out of the advance and loan account. The 
interest would be 5% and the security would be a separate first 
mortgage on the machinery to be purchased with the loan and 


= 


_two approved names plus a further mortgage on the existing ~~ 


buildings, machinery and plant, which were valued at Rs. 88,888 
in the firm’s balance-sheet. The loan was sanctioned by the 
Imperial Government on condition that it would be fully repaid 
with principal and interest within 10 years from date. The 
mere promise of Government support in this case had the 


.~“eremarkable effect of attracting private capital to this enterprise 


oo 
—— a Evidence of Mr. A. W. Pim, 1.C.8.. Indian [nodustrial Cotowission Vo! 


* * 
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and a group of capitalists undertook to provide further finance up 
to 6 lakhs of rupees if necessary. The concern was the Premier 
Oil Mills Company, Ltd.’ 

In December, 1915, the Government of the United Provinces 
obtained sanction from the Government of India for a loan of 
Rs. 2,000 to the Ferozabad Bangle Makers’ Society provided 
Rs. 3,000 was raised from a District or Central Co-operative 
Bank. The Local Government also approached the~ Central 
Government for permission to grant a loan of Its. 20,000 on 
easy terms to Mr. Ishwar Das Varshinei to assist him in estab- 
lishing a glass working factory at Bijhoi in the Moradabad 
District.* 

_ Applications were made from time to time by several 
—— to the Director of Industries for financia! assistance. 
One 2 Mr. Rustomjee of Cawnpore applied for a grant or subsidy 


pp- 172-78. 

T a Toid., Vol. I, p. 181. 
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of Rs. 5,000 to start a factory for making paints and vartfishes. 


The application was subsequently withdrawn. An application 


for a loan of Rs. 7,500 was made by the Director of Gorakhpur 
Training Factory, Ltd., which was devoting special attention to 
the production of “* patent ` leather. At their meeting of «14th 
September, 1915, the Board of Industries recommended to the 
Government that a loan of Rs. 5.000 might be granted to the 
company inasmuch as they were undertaking pioneer work. 
The perfume manufacturers of Kanauj, desirous of forming a 
limited liability company, applied “to the Government for a 
guarantee of the interest on capital for the first five vears. <A 
sum óf Rs. 5,000 was actually reserved in 1915 for assistance to 
minor industries such as pencil-making, button-manufacturing, 
etc., and the Director of Industries was asked to work out 
suitahle schemes for the allotment of the money. « 


The Madras State-Aid to Industries Act, 1922 ; 


The. Madras Government was the first provincial govern- 
ment to act up to the recommendations of the ‘Tndian Industrial 
Commission for rendering State assistance to thé indigenous 
industries of the province.* Within a few vears of the publication 
of the report, the government of Madras brought forward in the. 
Legislative Council a Bill to give State assistance to the indus- 
tries of the Presidency according to the recommendations laid 
down there. The Bill followed to some extent the lines of 
certain rules of the Mysore State ‘‘for the grant of loans to 
facilitate agricultural and industrial operations And for the 
purchase and erectiag of machinery.’ The Industrial Com- 
missiðn had studied the Mysore Legislation and must have had 


it in their mind when they recommended finaneial assistance to 


industries by the State. These rules authorised the 


Mysore 
State to grant loans of money (1) for the purchase and erection 


of machinery for agricultura] and industrial undertakings, (2) 
for the construction of wells or tanks, of mills, | 
other structure necessary for agricultural and industrial opera- 
tions, and (3) for the provision of raw material, working capital 
or other appliances required for th® carrying on of industrial 
operations. Loans not exceeding Rs. 1,000 might be granted 


warehouses and 


1 Mysore Government Order No. G. 9007-145 G. M. 5542. 
re 280, dated 2nd 
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. 
by the Director of Industries and Commerce.. Loans granted 
for (1) and (3) should ordinarily be subject to a limit of 3 
Rs. 107000 and Rs. 5,000 respectively, the rate of interest being 
64% per annum. The time allowed for repayment of the loans 
$ mld not exceed 5 years when they were for industrial purposes 
and 7 yeårs when for agricultural purposes. All loans should be 
recoverable as arrears of land revenue and no loan should be 
Se granted unless the value of the security was at least equal to the 
t amount of the loan. The nature of the security should be sale- 
able interest in lands or otħer immovable property held by the 
borrower plus the mortgage of the whole plant, machinery and 
buildings oñ the purchase and erection of which the loan was 
expended. Instead of offering — of immovable property 
for a loan to purchase machinery, the applicant might obtain 
the requisite machinery from the Director of Industries õn the 
hire-purchase system, provided one-fourth of the value of the 
» —— Se 
machinery was deposited. A specia} officer of the Department 
_* of Industries should make a local enquiry and report to the 
Director before any oan could be granted. In some important 
| pa pecis, the Madras Bill was also closely analogous to the legis- 
ation enacted in post-war years in several*Empire countries to 
rovide for State-aid to industry and indeed might have been 
elled on the same lines. 

“The, Bill, entitled the Madras State-Aid to Industries Bill, 
was introduced on the 14th November, 1922, by the Hon'ble 
Minister Rai Bahadur K. V. Navadu. The Bill was intended 
to assist, the establishment and development of industries that 
= “had an important bearing on the economic development of 

the province.” It was passed into law with some amendments 

by the Council on the 20th December, 1922. and came into 
operation from 22nd December, 1923. The Act provided that 
the industries which would receive Aid under it were’ - 





(a) new or nascent industries : 


(b) industries to be newly introduced into areas where 
such industries were undeveloped ; — 
= 
, (c) cottage industries. 


i Madras Legislative Council Proceedings, Third Session, 1972. Vol. 9. p. 615 
2 Clause 5, Sec. (1) of the Act, 
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‘The Local Government under its provisions had the power 
= to give aid to an industrial business or enterprise in one or more 
of the following ways’ :— r 

(a) by granting a loan ; 

(b) by guaranteeing a cash credit, overdraft or fixed 
advance with a bank: 
; (c) by paying a subsidy for the conduct of research or for 
the purchase of machinery; 

(d) by subscribing for shares or debentures ; | 

(e) by guaranteeing a minimum return on part of the, 
capital of a joint-stock company ; 

(f) by making a grant on favourable terms of land, 
raw materials, fire-wood or water, the property of the Local +`. 
Government. 


It is noticeable that the Madras Act had no provision for 
making plant avai'able for cottage industries on the hire-purchase” 
system, which was provided for by the Mysore State Rules,* and > 
was also“one of the most important recommendations of the 
Industrial Commission. It is evident tHat fhe hire-purchase | 

system is much preferable to the loan system in the case of 
individuals who may not be able to give sufficient security or 
guarantee to Government which is required for the granting of 
the loans. The plant under the hire-purchase remains. the 
property of the Government and no fresh security is therefore 
necessary. It is distressing to find that the Government could 
not accept an amendment made by Rai Bahadur C. V. S. N. © 
Raja inserting a provision to that effect.” State-aid in any of © 
the above forms might be given to a joint-stock company pro- 
vided it was registered in India with a rupee capital, a minimum 
number or proportion of the members of the Board of Directors 
were Indians and it made arrangements for the training- of 
apprentices as prescribed by the Government." As regards the 
amount of the loan, it was originally enacted that it should not 
exceed 50% of the net value or assets of the industrial business 
or enterprise after deducting existing encumbrances.’ Every 
loan granted under this Act was to be secured by a mortgage or 


> 


i 
2 Rule 12. . 

2 Madras Legislative Council Proceedings, Vol. 10. pp. 1060-61. 
4 Clause 5, Section (2). 

5 Clause 9. 
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floating charge upon the whole of the assets of the business or 
enterprise." Where the amount of the loan granted was Rs. 2 
lakhs or over, the Local Government were to ensure such 
control as would be sufficient to safeguard their interests by 
appointment of Government directors or otherwise.” The 
duration of the loan which was repayable by instalments should 
i not exceed a period of 20 years unless the Local Government, 
extended the same.” Where a loan had been applied for or 
where it was granted, the applicant or the grantee, as the ‘case 
might be, should be bound (a) to comply with any general or 
- special order of the Local Government relative to the inspection 
of the premises, buildings, or plant or stock in hand of the 
industrial business or enterprise, (b) to permit the inspection of 
-= all accounts relative to it. (c) to furnish full returns of all 
- products manufactured, or sold both as regards description and 
juantity, (d) to maintain such special accounts or to furnish — 
— statements as the Local Government might from time to 
a time require, and (e) to submit the accounts to such audit as the 
Local Government might prescribe.’ > 
_. The other forms“of State-aid under the provisions of the 
Act, viz., guarantee of cash credits, overdrafts or fixed advances 
‘ga With a bank were to be given in the same manner as the grant 
of a loan. As for Government subscription of shares and 
debentures or guarantee of a minimum return of an industrial 
business, it was enacted that for all shares subscribed by the 
Government, there must be taken up and fully paid for not less 
~= than an equal number of shares and that for all capital on which 
- a return was guaranteed, there should be paid up not less than 
an equal amount of capital which carried no guarantee." 
-In the case of an application for a loan exceeding Rs. 50,000, 
or any other case when considered necessary, a notice should be 
published in the prescribed manner calling upon any person 
who objected to the grant of the aid applied for to state his 
objections so that such objections might be heard and necessary 
enquiries be made.* Applications for State assistance were to 
be placed before a Board of Industries on whose recommendation 


Clause 10. 

Clause 12. 

Clanso 13. Seca. (1) and (2) 
Clause 11. : 
Clause 15. 

Clause 8, - 
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se Exical Government would sanction the loans. The Board 


was to consist® of not less than 10 and not more than 12 
members of whom not more than 3 should be Government 
officials. The Madras Chamber of Commerce, the South India 


Chamber of Commerce, the Madras Trade Association were 


empowered to elect one member each and the Madras Legislative 
Council two members to the Board. The Director of Industries 
and the Secretary to the Government of Madras, Finance 
Department, were to be ex-officio members of the Board.’ The 
functions of the Board were to be purely advisory, though their 
advice would necessarily carry great weight. The industrial 
business which received State-aid should not pay any dividend 
or distribute or take any profits in excess of such a percentage 
rate on the amount of its capital as might he fixed by the 
Government from time to time. The balance of the profits 
after setting aside proper amounts for depreciation and for the 
payment of interest on debentures should be carried to a reserve 
fund to be utilised in the manner Government might approve. 
This section was drawn up keeping in view the provisions of the 
rules passed at-that time by the Board of Trade in England 
in order to guide the grants made by the Government to the 
British Dyes, Ltd.” 

As regards the recovery of the money due to the Government 
under this Act, it was laid down that all arrears of moneys 
including any interest and costs might be recovered from the 
person aided and his surety as if they were arrears of land 
revenue.” The interest charged on the loans granted under the 
Act must be at least one-half per cent. more than the rate at 
which the Madras Government last borrowed for the provincial 
loan account. It has actually varied between 64% and 74%. 
The securities on which loans are advanced are carefully tested 
and the full value of the loans advanced is intended to be 
secured. The valuation is conducted by the Industries Depart- 
ment which is sometimes assisted by the Revenue Department.* 

The first meeting of the Statutory Board of Industries 
eonsidered seven applications for State-sid. Only two ont of 
these seven applications were recommended by the Board, riz., 


1 Clause 3. 

2 Madras Legisintive Council Proceedings. 1922. Vol. 9, p. OSA. 
® Clause 18. 

é Proceedings of the Fifth Industries Conference, 1933. pp. 11, 24, 
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one from Messrs. Muppama Somaraju and Veerju, Silk- Cloth 


Manufacturers, for a loan of Rs. 50,000 to develop their factory, 
and another from Messrs. Kelkar Bros., Managing Agents of 
Canara Rice and Saw Mills, Lid. (Coondapur), for a loan of 
Rs. 10,000 to purchase certain machineries. In the first case 
the entire amount was sanctioned by the Government and 
in the second case, only Rs. 9,000 was sanctioned according 
to the Board's recommendation as the net assets of the company 
were not adequate for a larger loan. The loans were disbursed 
on the 23rd December, 1924 and 31st March, 1925, respectively,’ 

In the next year the Board considered nine applications, 
Among these, there was an application from the Carnatic Paper 
Mills, Ltd., for a loan of Rs. 4 lakhs and also for a guarantee of 
overdraft or fixed advance with a bank of 2 lakhs of rupees. + The 
loan was recommended and the Government sanctioned and 
disbursed it on the 14th March, 1925. As regards the guarantee 
of the overdraft the company failed to convince the Government 
that if it was guaranteed, the company would be able to finance 
the development of the concern. The Government further 
sanctioned a loan of Rs. 5,000 for establishing a small cotton 
ginnery in North Arcot District and a loan of Rs. 15,600 to the 
Kalla Kurichi Society which applied for Rs. 25,000 under section 
G (a) of the Act to develop rice hulling and sugarcane crushing.” 
During the year ended 3lst March, 1926, the Board recom- 
mended to the Government two applications from the Carnatic 
Paper Mills for further loans of Rs. 50,000 and Rs. 3,50,000. 
The Government sanctioned Rs. 30,000 in the first instance 
during the year and Rs. 20,000 afterwards in the beginning of 
the next financial year. The Government had allotted Rs. 4 
lakhs in the Budget for 1925-26 under the heading * advances 
under special loans, the State-aid to Industries Act.” . Only 
3 loans amounting to Rs. 53,600 were disbursed during the year 
and the balance was resumed by Government towards the close 
of the year. From the date on which the Act came into force 
up to the year ended 31st March, 1926, six loans totalling 
Rs. 5,138,200 were sanctioned and disbursed. “The ‘Carnatic 
Paper Mills alone were granted Rs. 4,350,000 out of this amount, 
The Carnatic Paper Mills received a further loan of Rs. 9,000 


t Report of the Department of Industries, Madras, 1925. p. 7. Also Report for 


the year 1026, p. 6. 
a Roport of the Department of Industries. Madras, 192). pp © 
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on the 29th March, 1927. In August, 1926, the Government 
had also guaranteed an overdraft for the company with the 
Imperial Bank amounting to Rs. 1,34,469-3-4.° | 

An amount of Rs. 4 lakhs was again provided in the Budget 
for the year 1926-27 for the purpose of loans under the State-Aid 
to Industries Act but only two loans totalling Rs. 29,000 were 
disbursed during that period. 

In the year ending 31st March, 1928, two loans were 
sanctioned by the Government, one for Rs. 10,000 to Salem Dye 
Works which was recommended in the previous year, and the 
other for Rs. 11,000 to zaminders of Belgaum for developing 
their pyrotechnic match factory. They were disbursed on 26th 
November, 1928 and 18th July, 1928, respectively." 

During the year 1929, out of a total amount of Rs. 4 lakhs 
sanctioned in the Budget, Rs. 1,71,842-5-4 only was disbursed, 
Rs. 21,000 being the amount loaned out to new concerns.’ 

In the following year the Board considered 8 applications. 
Of these the most important was from K. S. Sankaram Pillai 
for a loan of Rs. 10,000 to establish a tobacco re-drying factory. 
It was recommended by the Board and also sanctioned by the 
Government. But the applicant subsequently informed the 
Government that he was not prepared to avail himself of it. 
Another application for a loan of Rs. 7,500 from Tanjore Tile 
Works was adjourned for further consideration. It was later on 
recommended that Rs. 4,250 might be advanced to the concern 
and this was sanctioned by the Government.* 

During 1931, 17 applications were considered of which 10 
were rejected. A loan of Rs. 750 was granted to Mr. 
L. Nanjudaswami to work up his silk reeling concern. Loans 
were also sanctioned to two toy manufactories to develop the toy 
industry.” 

Up to 31st March, 1933, the Board of Industries considered 
77 applications for loans of which those from 14 concerns were 
granted. The loans actually disbursed were 15 in number 
involving an aggregate amount of Rs. 8,27,415-8-0.° Of this, 
Rs. 6,49,215-8-0 was advanced to the Carnatic Paper Mills, 


1 Repert of the Department of Industrias, Madras, 1927, p. 4. 
2 


Thid.. 1929, p. 3. 
s Ibid., 1920, pp. 5, 102, 
4 Ibid., 1930 and 1931, pp. 4, 4. 
` ; Ibid., 10831, pp. 8-5. 
$ Proceedings of tho Fifth Industries Conference, Ju 


ly, 1089. p. 21, 
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Ltd., alone. The balance was distributed among” other busi- 
nesses, the largest amount loaned to such enterprises being- 
Rs. 50,000 to Messrs. Muppama Somraju and Veerju to 
develop a silk factory and the smallest being Rs. 500 to the 
proprietors of Ram Ram Safety Match Factory.’ We give 
below a statement showing the nature of industry assisted and 
the amount of financial assistance granted in each case.” :— 


Rs.. A-E 
1. Paper Mills vei bs .. 649,215 8 O 
2. Silk Factory we TF * 50,000 0 0 
3. Match Factory — a ms 20,000 0 0 
4. Oil Mil ... — p T 40,000 0 0 
5. An Industrial Co-operative Society carrying 
on rice milling, groundnut decorticating, 
ete. isa == a 18,600 0 O 
6. Pyrotechnic Match Factory ae * 11000 0 0 
7. Dye Works * im ee 10,000 0O 0 
S. Metal Industry * ve =- ©8000 0 0 
9. Saw Mills — * — 9.600 0 0 
10. Cotton Ginnery — — * 5.000 0 O 
11 Tile Factory — ie ss 4,250 0 0 
12. Silk Reeling Concern * — 750 0 0 
13. Toy Manufacturer... Ses art 500 0 O 
14. Another Match Factory + mat 500 0 O0 


From an examination of the affairs of the industrial 
concerns which received State-aid under the terms of the 
Madras Act, it cannot be claimed that the results have fulfilled 
expectations. The Act has been in force for nearly two decades 
but there is hardly any indication that it has stimulated the 
economic development of the province to any appreciable extent.” 
Most of the companies to which financial assistance was given 
have not been able to repay the instalments of the loans as 
required under the provisions of the Act. They failed to show 
any profits and most of them have closed down. The Carnatic 


1 Report of the Madras Provincial Banking Enquiry Committee, ISL, pp- IIL- 


2 Proceedings of the Fifth Industries Conference, 1933, i3 
5 State Action in freapect of Industries, 1028-35. p. 9 (Published by the 


Government of India.) 
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4 Paper Mills, Ltd., which obtained the bulk of the advances under 
the Act was a failure. They were unable to clear the overdraft 
which the Government had guaranteed with the Imperial Bank 
on the due date and the Government had to treat the whole 
amount as loans. They could not meet their liabilities to the 
Government and had to be taken over on the 10th December, 

~ 1928. Orders were passed by the High Court for the compulsory 
winding up of the company. An official liquidator was appointed 
and the concern was sold to a new company floated under the 
name of Andhra Paper Milis. The Government received Rs. 4 
lakhs from them and had to write off Rs. 3,86,428 of the loan 
and interest outstanding. The affairs of the Kanara Rice and 
Saw Mills, Ltd., were also not satisfactory. During 1925-26 
the firm incurred a net loss of Rs. 3,659-11-8. It failed to pay 
the 2nd, 3rd and 4th instalments of the loan granted by the 
Government. It was closed down in 1928 and the Collector was 
asked to collect the entire sum due. Before the confirmation 
of the sale the managing agents paid almost the entire out- 

* standing liabilities to the Government and the balance has since 
been collected. The Andal Mills at Gudiyvattam sustained a loss 
of about Rs. 3,000 during the year ending 31st March, 1928. 
Failing to pay the second instalment of their debts, the 
proprietors prayed for a postponement by one vear of the re- 
payment of the instalment but the prayer was not granted. 
The Collector was asked to take steps to collect the dues. Rs. 800 
was realised out of the sale of the concern and out of the balance 
still due to the Government Rs. 1,713 had to be written off.’ 
The Bellary Match Factory of Mr. M. S. Ramanna which 
Was granted a loan of Rs. 20,000 was not a success. It did not 
work much during the year 1928-29. In the next year a fire 
broke out and damaged the machinery. A dispute arose between 
the proprietor of the concern and the Insurance Company as to 

the amount of the damage. The Government decided to sell the 
concern to realise the loan granted to it. The machinery, when 
sold, fetched only Rs. 4,500. The Salem Dye Works stopped 
working shortly afterwards it received the loan on the plea of 
hardness of water and did not resume work. In the case of 
the Parvatipur Industries, Parvatipuram, there was a net loss of 
Rs. 1,391-1-4 during the year 1930-31. The only concern which 


ù Report of the Department of Industries, Madras, 1991. p 5. Also Report, 17, 
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may be said to be truly successful is the Srilakshmi Silk Factory 
of Messrs. Muppama Somaraju and Veerju, Peddupuram. It 
always repaid the instalment by the due date and by 1931 repaid 
almost the entire outstandings. The Pyrotechnic Match Factory 
appeared to have been working satisfactorily at the outset and 
during the year ending 3lst December, 1928, it earned 
Rs. 2,733-11-5 as net profit. But in more recent years it has 
failed to show any profits." The Ramkrishna Sugar Mills, 
which was recently assisted, also sustained a loss of Rs. 33,940." 
It is abundantly clear that the position of the majority of the 
concerns assisted under this Act was far from satisfactory. 
The cottage and small industrialists found it extremely difficult 
to avail themselves of the facilities of State-aid under the Act. 
They could not ordinarily show assets double the amount of the 
loan applied for nor could they be expected to show detailed 
accounts on the lines required by Section II of the Act and 
Rules 16 and 17 of the Rules framed under the Act. A cottage 
worker applying for a small loan cannot reasonably be expected 
to incur the expense of employing a clerk or accountant te 
maintain the registers and accounts required or to incur the 
expense involved in the audit of such accounts by certified 
auditors. The Director of Industries in his Report of 1927, 
pointed out the desirability of exempting such concerns from 
the operation of the Act. During the vear 1930-31 the question 
of simplifying the formalities connected with the rules was 
examined with a view to making it possible for the Act to become 
more readily available to the cottage industries. The Govern- 
ment amended Rule 24 (d) of the Rules framed under the Act 
whereby an enterprise with assets not exceeding Rs. 500 was 
‘exempted from insuring the properties mortgaged to Government 
against loss or damage by fire. A small concern whose capital 
outlay did not exceed Rs. 1,000 was also exempted from pay- 
ment of a stamp duty on mortgage deeds securing repayment of 
a loan under the Act. A scheme for the supply of textile 
‘appliances was also sanctioned in 1932 but the results were 
disappointing.” 

The Public Accounts Committee in 1936, expressing the 
view that the Act had failed to achieve the objects for which 


t Proceedings of the Fifth Industries Conference, 1939. pp. 1515 
® Report of the Department of Industries, Madras, 1997. p. J. 
® State Action in reepect of Industries, 1928-35, op. cit.. p. M9 
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it was introduced, recommended its amendment so that the 
4 nt’s policy in the sphere of industrial finance might 
be yendeced more effective. The Act was accordingly amended 
in December, 1936. Clause 2 (1) of the Amended Act provided 
for the grant of aid to old and established industries in addition 
to new and nascent industries. Sec. 9 of the original Act was 
also amended. The limit of the loan which might be granted 
was fixed in all cases at 50% of the value of the assets of the 
business plus the value of the other property if any, offered as 
collateral. Cottage industries were re-defined as those ‘“‘carried 
on by workers in their own homes as distinct from those carried 
on in factories. The Government will now be able to assist 
cottage industries even though the middlemen may stand to 
benefit." 


The Bihar and Orissa State-Aid to Industries Act, 1923: 


The Bihar and Orissa State-Aid to Industries Bill patterned 
after the Madras Act was introduced in the Legislative Council 
by the Hon'ble K. B. 5. M. Fakhruddin on the 13th July, 1923, 
and was passed in the same year. The object was to regulate 
the giving of the most common forms of State-aid to industries 
in order that the principles on which such loans should be given 
might be well defined.” The provisions regulating the grant of 
long-term finance to suitable industrial enterprises like those of 
the Madras Act include direct advances at low rates of interest, 
lower than any charged by a bank or any other financier, 
subscription to shares or debentures, guaranteeing of cash credits 
with banks and of a minimum return on the whole or part of a 
joint-stock company's capital. As regards the subscription for 
shares or debentures, it is provided that for all shares and 
debentures taken by the Government, at least an equal amount 
must be subscribed for by the public (Section 16). In addition 
to all these, the Act provides for the supply of machinery 
on hire-purchase basis, a feature which, we noticed, was 
absent in the case of the Madras Act.’ No machinery should 
he supplied on the hire-purchase system unless the applicant 
deposits with the Director -of Industries at least 20% of the 


the Department of Indostrics, Madras, 1937, p. 6. 
Orissa Legislative Council Proceedings, 1923, Vol. 8, pp, 33-39, 
and Orissa State- Aid to Industries Act, 1923, See. 4. 
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— of the machinery. ‘The Government should be protected — ody 
against | the total or partial loss of such machinery from risk or 
any other cause by means of an insurance, a mortgage on 
immovable property, the personal guarantee of one or more 
persons or in any other manner.’ Whenever the application for 
State-aid in any of the above forms exceeds Rs. 10,000, the 
Director of Industries has to advertise it in the Local Official 
Gazette in its three successive issues with a view to inviting any 
possible objection.* He also cannot sanction it without the 
concurrence of a majority of the members of the Board of 
Industries. Money is advanced on the security of land, plant 
and machinery of an industrial concern at an interest rate of 
64% and the maximum period over which repayment of loans 

can be spread is 20 years.” Every loan granted to an industry a 
should be secured by a mortgage or floating charge upon the - 
whole of the assets of such industry subject to any encumbrances 
existing nt the time when the loan is granted and by such 
collateral security as the Government may require (Section 10). 
No loan or guarantee of a cash credit will be given exceeding 
in amount seventy per cent. of the net value of the assets of an 
industry after deducting the value of all prior encumbrances. 
Whenever the amount or value of the State-aid is two lakhs of 
rupees or more, the Government should obtain control over the 
conduct of industry by appointing directors or otherwise.* It 
is evident from Sections (4) and (5) of the Act that the terms 
are broad enough to include all kinds of industries. But it can- 
not lend to old established industries unless they are being 
started in a new area. The Act does not forbid the grant of 
short-term loans but such loans are not granted. 

Applications for State-aid must be made to the Director 
of Industries in prescribed forms. Fullest information is 
required to be given as regards the security for any loan or 
advance. Details as to the financial resources of the applicant, 
the assets and revenues which will be available əs security for 
it and particulars of any existing charges on it as well as any 
debts owned by the applicant should be furnished. Balance- 


’ The Bibar and Orissa State-Aid to Industries Act, 1925, Rules 13 and I 

> fbid.. Rule 4. See also Sec. 7 (3) of the Act. 

* The question of reducing the rate of interest from 64 per cent. fo 3 per cen! bas 
— engaged the attention of the Board of Industries. (See Annual Report, 1996-37 
p. 


4 ection 19 of the Act. 
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sheets and profit and loss accounts where such exist certified by 


an auditor entitled to audit accounts of companies under the 


Indian Companies Act, 1913, should be attached. In the event 


of the applicant being a company, a copy of the prospectus and 
memorandum and articles of association should also be attached. 
Information should also be given as to the collateral security 
offered. The application should be sent with a covering letter, 
explaining the prospects and facilities available for the develop- 
ment of the industry, the nature of the process to be utilised, the 
staff to be employed and the history of the industry from its 
inception up to the date of application.’ | 

During the first year of the operation of the Act, the 
Statutory Board of Industries received for consideration 11 
applications for State-assistance. Of these the most important 
was an application from the Indian Steel Wire Products, Ltd., 
requesting the Government to take up debentures in the company. 
The Board recommended the application and the Government 
decided to take up debentures to the extent of rupees 5 lakhs, 
the conditions being that the company should write down its 
assets and share capital by 50%. The application of the Pun 
Match Industries Company, Ltd., for the supply of match 
machineries on the hire-purchase system was also granted, and 
the supply of machinery up to the value of Rs. 5,000 was 
approved of by the Board and sanctioned by the Director of 
Industries. There were two applications for Government 
guarantee of cash credits. One from the Vishwakarma Mills, 
Ltd., Dighaghat, for Rs. 75,000 and the other from the 
proprietors of a rice hulling plant. The Government arranged 
a cash credit in favour of the Vishwakarma Mills. Ltd., with 
the Tmperial Bank under its guarantee. The latter was also 
sanctioned but not drawn upon. The total amount actually 
paid out in loans and under the hire-purchase svstem before the 
close of the year 1924-25 was Rs. 5,038,534, and of this. the 
Indian Stee] Wire Products obtained Rs. 5 lakhs.’ 

During the next vear (1925-26), the second vear of the 
operation of the Act, 13 applications were considered by the 
Board. The Government granted an application from the 


* The Bihar and Orissa State-Aid to Industry Rules, 1923, Bulletin form No. 19, 
Department of Industries, Bihar and Orissa, pp. 6-7 (Forme V and p}. | 


2 Annual Report of the Department of Industries, Bihar and Orissa, 1924-25, 
pp. 33-35. i 
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Proprietor of a canning business for a loan of Rs. 40,000 to 
‘develop his fruit canning factory at Muzaffarpur and also 
another from Rai Sahib B. Lal for the supply of button-making 
machinery worth Rs. 9,500 on the hire-purchase system.’ 

There were some important applications for cash credits 
during the vear. Messrs. Baldeo Das Narayan Das wanted a 
guarantee of cash credit of Rs. 2 lakhs for installing an adequate 
steampower plant in the Shibagauri Flour Mill at Bhagalpur. 
The Government arranged for it with the Imperial Bank but 
difficulties arose in connection with the working of the cash credit 
with the Bank. The latter refused to supervise the debtor's 
operations on the credit so long as the stocks were not hypothe- 
cated to it. The fixed assets were already mortgaged to the 
Government for the purposes of the guarantee and the hypothe- 
cation of its current assets in addition to the Bank would have 
crippled its power of raising any further finance. Hence the 
sanctioned credit was not actually availed of. The same 
difficulty arose in the case of a cash credit of 1 lakh of rupees 
applied for by Messrs. Jaipaldas Jitaldas and the cash credit 
was not availed of by them.* The third application was the one 
from Messrs. L. D. Brothers who wanted a credit of Rs. 50,000. 
on the security of landed property. It was referred to the 
Allahabad Bank to see if it were possible to arrange a cash 
credit with a bank without Government guarantee on the 
securities offered. 

During the year 1927-28, there were 16 applications for 
consideration before the Board. The following were sanctioned 
by the Government :— 

(1) A loan of Rs. 5,000 to a factory manufacturing hand 
hammer shafts. 


(2) A loan of Rs. 5,000 to a factory grinding optical lenses. 


(3) Rs. 32,000 worth of rice mill machinery on the hire- 
purchase system of which machinery worth Rs. 7,000 was 
wanted at first. 


(4) Rs. 5,000 worth of wood-working machinery. 
The Board considered 16 applications during 1928-29. 
An oil expeller costing up to Rs. 7,000 for M. Ahmad of Tehta 


= i Annual Report of the Department of Industries, Bihar ənd Orissa, 1925-25 
p. 35. 
$ See Government Resolution on the Annual Report of the Department of 
Industries, Bikar and Orissa, 1925-28. pp. 4-5. 
~ 225—1789 B. 
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— a Saali worth Rs. 9, 500 for Babu Madhusudan Pal’ were 
sanctioned by the Government. A cash credit was arranged 
with the Imperial Bank Branch at Gaya for Rs. 5,000 in favour 
of the owner of a rice-milling business. In the course of the 
next year (1929-30) the total amount advanced was Rs. 24,649, 
the principal industries aided being the dal and the hosiery. 

During 1930-31, ten applications were considered by the 
Board, four of which were from the previous year. Six of them 
were rejected. Most of the rejected applications were from the 
existing businesses for cash credit to tide over the difficult times. 
The total value applied for including cash credit, loan and hire- 
purchase was Rs. 95,000 of which only Rs. 10,000 was allowed, 
distributed as follows* :— 






(1) A loan of Rs. 1,500 for an ink manufacturing business. 
(2) Wood-working machinery worth Rs. 4,500. 

(3) An oil engine worth Rs. 2,000. 

(4) An Atta mill worth Rs. 2,000. 


The year 1931-32 was a year of unprecedented depression 
in trade and industry and for the first time since the passage of 
the State-Aid to Industries Act in Bihar and Orissa no provision 

“could be made in the Budget for State-aid*. In the next year 
(1932-33) also, no such provision could be made in the 
Budget. After a lapse of five years provision could be made in 
the Budget of 1936-37 for advancing loans to sma!'l industrialists 
not exceeding Rs. 500 in any one case.” The Act»had become 
virtually inoperative during this period. 

In his evidence before the Bihar and Orissa Banking 
Enguiry Committee, the Director of Industries stated that alto- 
gether 98 applications for State-aid from 33 different industries 
were received by the Government. The gross value of these 
applications amounted to nearly Rs. 39 lakhs. Of these, 19 
applications were for loans, the value of which was Rs. 5,84,750. 
Only two were sanctioned, the value thereof being Rs. 45,000. 
Applications for the taking of debentures by the Government 
were two in number, of which one was sanctioned, the value 

. 1 He did not avail himself of it. 


? Report of the Department of Industries, Bihar and Orissa, 1930-31, p. 5. 
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being Rs. 5,00,000. There were 21 applications for cash credit 
of which 7 were sanctioned involving Rs. 4,135,000, the amount 
actually guaranteed being Rs. 80,000. The number of applica- 
tions for machinery on the hire-purchase system was the largest, 
viz., 55. Only 27 were granted and the amount actually paid by 
the Government was Rs. 1,858,859. Thus out of 98 applications, 
87 were sanctioned, the total value thereof being over Rs. 13 
lakhs.‘ The total amount actually given out as State-aid since 
the passing of the Act up to 1933, amounted to Rs. 7,91,000 of 
which Rs. 3,79,000 was realised while Rs. 3,80,000 was definitely 
ascertained as bad debts and Rs. 97,000 was still outstanding." 
The history of the working of the State-Aid to Industries 
Act in Bihar and Orissa is almost as unhappy as in Madras. 
The perusal of the report of the Director of Industries, 1930-31, 
makes melancholy reading. It discloses the lamentable fact 
that no enterprise aided between 1924-28 excepting one was 
surviving in the hands of the original owners. Most of the aided 
industries could not make any profit and were unable to pay 
their debts to the Government according to the terms of the 
Act. Of the nearly 8 lakhs of rupees advanced, 4s already noted. 
only 3 lakhs were repaid and an equal sum had to be written off 
as irrecoverable. The Government of Bihar and Orissa heavily 
financed the Indian Steel Wire Products, Ltd., just as the 
Madras Government had done in the case of the Carnatic Paper 
Mills. Five lakhs out of the eight advanced under the Act went 
to this singfe company. As early as 1927 the company declared 
its inability to carry on its business. The trustees took over its 
property in accordance with the terms of the debenture deed and 
the concern was sold to Mr. Indra Singh of Jamshedpur. The 
Government received only Rs. 2,30,672 against the five lakhs 
advanced, the loss amounting to Rs. 2, 69. 328.“ The Puri Match 
Factory paid the first instalment but could not pay the one due 
on February, 1929. Its connection with the Government ceased 
in 1930-31, the net loss being Rs. 1,574-3-4. The Vishwakarma 
Mills stopped working and went into liquidation. The frut- 
canning factory at Muzaffarpur was unable to pay its instalments 


t Bihar and Orissa Provincia! Banking Enquiry Committee, Vol I (Eviden 


p 213. 
2 Government Resolut on on the Annual Report of the Director ol fnduetrie 
Bihar and Orissa, for 1992-85. Alo Proceedings of the Fifth Industries Confere 


1933, p. 19. 
A Annual Report of the Director of Industries, Bihar and Oris». 1925-29, p. S 
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and the aid was withdrawn. The Rice Mill at Tehta also 
defaulted. The loss over the transaction amounted to Rs. 9,564 
which Was written off." The concerns manufacturing buttons 
and hammer handles also defaulted in repayments.* A sum 
_ of Rs. 30,000 was practically lost on a combined enterprise for 
i aye rice-milling and oil foundry work, as the security on which 
= the loan was granted proved unsaleable except at ruinous 
= sacrifice. The scheme of advancing under the.hire-purchase of 
machinery system also proved disappointing and the Industries 
Department became a ‘‘ museum of obsolete machineries.’’* 


- 


-The Bengal State-Aid to Industries Act, 1931: 


In Bengal there was no legal provision for State-aid to 
industries till 1931. The State-Aid to Industries Act was passed 
in Bengal on the 23rd July, 1931. <A Board of Industries was 
created under its provisions and it was intended that the 

_ Board should be “‘ an expert, workable and efficient body limited 
"to a small number of gentlemen interested in the province and 
capable of taking responsible action.’** The Board was to 
consist of the Director of Industries, two members of the 
Legislative Council, one member each elected by the Bengal 
Chamber of Commerce, the Bengal National Chamber of 
Commerce, the Calcutta Trades Association and the Marwari 
Association, one member, an employee of the Imperial Bank 
and appointed by the Government and two members. not 
Government servants, appointed by the Local Government.* 
The duty of the Board was to receive app'ications for State-aid 
and to report upon them to the Local Government and *‘ to 
frame complete schemes and programmes for such State action © 
as the Board considered necessary for the steady and progressive 
development of industries for the consideration of the Local 
~ Government.’ "* 
As regards the industries to be aided. they were the same as 
in Madras but the forms of State-aid were much more varied 





’ Annual Report of the Director of Industries, Biha d , 
i Some ican st aD mar and Orikasa, 1986-87, p. 38. 
* Report of the Bihar and Orissa Provincial Banking Enqui i 
: | iry Committee, 
= an, * —— Legislative Council, July. 1931, Vol, XXXVI. p. 142. 
«Section . The Bengal State-Aid to Industries Act. 199). | 
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- and — in Bengal than either in Bikar or Madras: 

“The Bengal Act contained provisions ħot only for the grant of 
secured loans, guarantee of cash credits, overdrafts and fixed 
advances, the taking of shares” and debenturts and guarantee - 
of a minimum return on the whole or part of the capital of a — 
joint-stock company but also provisions for guarantee of interest. 
on preference shares and debentures and for the supply of nde 
machinery on the hire-purchase system.’ = 

In Bengal, loans were to be granted up to 50% of the net value 

of the assets of the industrial enterprise and the duration of the 
loan was to be for not more than ten years and could be for 20 Years a 
when the whole of it was secured on land or buildings or both.” As 

regards the disposal of profits during continuance of State-aid, * 
‘Section 23 of the Act laid down that profits should be distributed 
only after interest due on debentures and loans had been paid and - 
an amount reasonable in the opinion of the Local Government 
had been set aside for obsolescence or depreciation of plant and 
machinery and a further amount which should not be less than — 
25% of the net surplus available after provisions for depreciation- 

= or obsolescence had been carried to a reserve fund to be utilised ~ 
in the prescribed manner and payment made to a sinking fund. 

: for the purpose of repayment in the prescribed manner of any 
loan granted.” The Government during the continuance of 
State-aid will fix from time to time a certain percentage rate. 

All loans as in Madras and Bihar are recoverable as a public 

demand.* ^>- 

~ It appears, at first sight, to be satisfactory to note ‘that the 

Li Bengal Act did not contain the provision included in the Madras 

and Bihar Acts that applications for loans exceeding a certain 
ount would have to be advertised in the provincial Gazette. 

ea t though there was no provision for advertisement in the Act 

itself, the rules framed under the Act provided that every 
application for aid, whether to be accepted or refused, must be 
foe oe: in the Caleutta Gazette and the daily newspa pers.” 

n the case of a recent advertisement, it is seen that the amount 

f the loan applied for was only Rs. 500 for establishing an 
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~ : Proceedings of the Rengal Legislative Counc i! (Official Report), 
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objective was to train educated young men in new and improved 
= processes in such industries. Batches of young men from the 
-educated middle classes will be given training in the mofussil 
in certain selected industries by demonstration parties ; and 
“machinery will be supplied on the hire-purchase system. The 
appointment of industrial surveyors to collect information 
_regarding the marketing conditions and the possibilities of a 
ready market for the products of the industries in which training 
would be given, was an interesting idea under the scheme and was 
sure to prove valuable. The necessary finances were to be obtained 
from two sources, voluntary contributions from the public, which 
*was absolutely a novel feature in Bengal, and the provisions made 
by Government in the annual budgets. A local fund under the 

’ pame of the ‘Benga! State-Aid to Industries Act Fund was 
created out of the contributions made by some public- 
spirited men of the province, the assets of which stood before the 
War at Rs. 54.000. The Government, however, were until 1934, 
unable to make adequate provision for financial assistance under 
the Act owing to financial stringency. In that year they took 
steps to provide in the Budget a fund of one lakh-of rupees for 
the grant of State-aid in the shape of loans to industries under 
the terms of the Act. They also proposed to undertake the 
liability involved in the guarantee of a cash credit with a bank 
in accordance with certain provisions of the Act up to Rs. 50,000 
The idea was to enable bona fide industrialists or small industrial 
concerns to tide over temporary financial difficulties by 
guaranteeing their overdraft from a recognised bank." In the 
Budget for 1935-36, a reduced provision of Rs, 64,000 was made. 
Although there wis no legislation for State assistance in 
Bengal before 1931, the Department of Industries had actually 
come to the help of certain industries. In 1925 the Managing 
Agents of the Mohini Mills approached the Imperial Bank through 
$ the Director of Tndnstries for assistance in opening a cash credit 
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2 » Report of the Department of Industries. Bengal 1999-88. 
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account with the Bank with the sanction of an overdraft up to. 

Rs. 5 lakhs. The Director gave his support but the Bank did - 

not see its way to extend its assistance. The Braziers’ Cø- 

operative ‘Society at Brahmanbarla applied to the Department - 
of Industries through the Registrar of Co-operative Societies for 

a loan of Rs. 8,000. As there were no funds for such industrial - 

loans in the department, the matter was referred to Government. __ 

and a loan of Rs. 7,000 was ultimately sanctioned. The ` 

Calcutta Soap Works and the Calcutta Pottery ‘Works each re-> 

ceived a loan of Re. 2 lakhs nearly from the [Imperial Bank on, 

the recommendation of the Director of Idustries.’ — 
The working of the Bengal State-Aid to Industries Act is 
also far from inspiring any faith in such legislations. When- 
the Act was passed in 1931, it brought great hopes to many a | 
budding industrialist in Bengal, but after all these years of 
working, the Act does not appear to have benefited anybody. 

Up to March 6, 1935, the actual amount sanctioned by Govern- 

ment against 5 different applications was Rs. 11,000, of which 

Rs. 900 representing two small loans was refused by the appli- 

cants. The most important thing to be noticed M this connee- 

_ tion is that in two years and a half there was no actual 
disbursement of money. Surprisingly enough the only money 
that had been spent so far on the working of the Act was 
Rs. 1,226 to pay for advertisements in the daily papers to 
invite objections to the applications recommended by the Board 
to the Government for sanction.’ The working of the Act natural- 
ly came under a fire of criticism in the provincial legislature 
from time to time. It was pointed out that though the Act was 
passed in July, 1931, it did not come to function till 1933. In 
1933-34 no money was provided in the Budget for granting 
financial assistance under the Act. In 1934-35 a lakh of rupees 
was provided for but not a rupee was spent out of it and 
according to the rules the entire sum reverted back to Govern- 
ment. In 1935-36 the provision was reduced. Only Rs. 16,100 
Were disbursed as loans during the vear. In the next year the 


1 Annual Administration Report of the Department of Industries Bengal, 1925 
pp. 15-17. 
al $ Evidence of Mr. Weston. Director of Tndnstrics. Benga! Pencal Provincial 
‘Banking Enquiry Committee. Vol. IT. p, 180. 
aa. Although the Act was passed in July. 1931. rules framed under the Act 

. sanctioned by the Government were not published till July, 1933 

My oia Proceedings ef the Beneal Legislative Counci! (Official Renorit ‘Ath ees 
Vol. XLV, No. 2, pp. 678-79. 
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dishursement amounted to Rs. 40,075 and recovery on account 
of loans advanced was Rs. 3,145 as against Rs. 522 in the pre- 
ceding year. All the loans were paid out of the Board’s own 
funds and the Government money provided in the Loan Budget 
was not touched.’ 
— 
STATE-AID TO INDUSTRY IN OTHER PROVINCES 


a, 
‘Central Provinces : 


z A State-Aid to Industries Act on the lines of the Madras, 
J Bengal and Bihar Acts was passed by the Legislative Council 
ofthe Central Provinces and brought into force on the Ist 
September, 1934. The preamble points out that the Act is 
=- meant to regulate the grant of State-aid in various forms to 
industries and provisions have been made for the creation of a 
Board of Industries with the Minister of Agriculture as Presi- 
dent. The Act closely followed the lines of such legislation in 
the other provinces. The forms of State-aid which might be 
given were the grant of a loan, the guarantee of a cash credit, 
overdraft or fixed advance with a bank, guarantee of a minimum 
return on the whole or part of the capital of a joint-stock 
company for a fixed period, grant on favourable terms of land, 
raw material, firewood, water or any other property of the Local 
Government, grant free of charge or on favourable terms of the 
services of ere or Government officials, payment of subsidy 
for the conduct of research or the purchase of machinery. The 
industries eligible for State-aid in any of these forms were of the 
same kind as those in Bengal, Bihar and Madras. The amount 
of loan to be granted, the nature of security for the loan, 
methods of recovery and inspection, ete.,-followed the same lines 
as elsewhere. 


Bombay : 


Following the sanction of the Bombay Legislative Council, 
the Government of Bombay framed rules in 1935 for affording 


+ Annual Administration Report, Department of Industries, Bengal, 1936-37, p. 41. 
In the years after World War TT, the assistance under the Act does not seem to bave 
heen significant. During 1945-46 there were only two applications and a loan of Ra. 900 
was granted. During 1947-48 nnd 1948-49, there was no application and therefore no 
grant. It is only during the last three years that the demand for loans has increased. 
Rs. 2.93 lakhs and Rs. 2.73 lakhs were granted during 1949-50 and 1980-51, (Report of 
the Committee on S.¥.F.C. in West Bengal, pp. 365-36), : | 
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financial assistance in the form of loans to the small industries’ 
for the construction of buildings, wells, tanks, etc., and forst. e 
erection of machinerv and purchase of raw materials. The » 
Director of Industries would grant loans for amounts not exceed- 
ing Rs. 2,000. Loans involving sums beyond that amount would 
require the sanction of the Government. The maximum loan 
that could be advanced to a single person was fixed at 
Rs. 10,000. The borrower was to hypothecate his block capital * 
and might also give other collateral securities.’ | 
Before the framing of these rules the Government of = 
Bombay had rendered financial assistance to industries to some “S 
extent through the Co-operative and Industries Departments. 
Loans and supply of implements on the hire-purchase system 
had been made through Co-operative Societies.” In 1922-23 the ~ 
Government had sanctioned a loan of Re. 5,000 withont interest 
to Mr. Tikekar of Sholapur to enable him to erect buildings near 
his weaving factory.” The Government had also granted a 
loan of 6 lakhs of rupees to the Belapur Sugar Company at 64 
per cent. in May, 1926, the loan being repayable in May, 1931. . 
The factory repaid its dues in full.* * 





e- 
- 





Punjab : 


In the Punjab, an Industrial Loans Act was passed in 1923 
and it was hoped by this means *‘ to be able to render direct 
financial assistance for the development.of imdustries while 
amply safeguarding the public money involved.’** The assist- 
ance to be given under this Act was limited to only one form, 
viz., loans. The maximum and minimum loans that could be 
given were Rs. 5,000 and Rs. 500. Applications for assistance 


3 The Indian Economist, July 8, 1935, p. 493. Also State Action tn respect of 
Industries, 1928-35, pp. 40-41. 
2 Report of the Bombay Provincial Banking Enquiry Committeo. 
a Report of the Department of Industries, Bombay, 1922-23, p. 16. 
4 The Sugar Industry Enqu'ry (Tariff Board), Written Evidences, Vol. I. 
The amount of assistance furnished by the Bombay Government under the State- 
Aid to Industries Act after World War II is given below :— 


Re. 
1945-46 * —— 12,000 
1046-47 ven * 9,000 
1946-49 san .. 617,000 
1949-50 s. .. 5,385,800 
1950-51 .. §,44,600 


® Report of the Department of Industries, Panjab, 1923, p. 24 
20—1789 B. 
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-were to be received by the Director of Industries who would 
verify whether the security offered was sound or not. There was 
no system here of requiring the previous recommendations from 
a Board. Loans were usually granted with a security at least 
double the value of the loan of which a substantial proportion 
should consist of immovable property. No loans, however, were 
given under it in 1924-25 and in 1925-26. It came to be used 
from the financial year 1926-27 when 15 applications were re- 
ceived for the grant of loans. Six of these were sanctioned, each 
applicant receiving Rs. 5,000.’ 

In 1927, 42 applications for loans were received for the 
rant of a total amount of Rs. 1,86,000. Twelve applications 
were granted amounting to Rs. 54,300.7 One was recommended 
to the Government for the loan applied for exceeding Rs. 5,000. 
In 1931, it was reported that out of 73 applications, 34 were 
granted, the total amount of the loan being Rs. 74,650. In 
12 cases individual loans were below Rs. 1,000 indicating that 
small and cottage industries were receiving attention. Since the 
introduction „of the Act up to 1931, the Government 
Advanced a total sum of Rs. 3,61,950 to 112 applicants. Of this 
Rs. 81,535 were repaid by way of principal and Rs. 20,577-1-0 
by way of interest.” Two cases were filed in courts for the 
realisation of the amounts due. In 1932, 28 applications for 
loans out of 58 received were granted amounting to a lakh of 
rupees. Thus it is found that up to this year the total amount 
advanced under the Act amounted to Rs. 4,61,950 among 140 
applicants.“ During 1932-33, 63 applicants were received of 
which 23 loans amounting to Rs. 75,000 were made under the 
Act. The industry which benefited most was the manufacture 
of sugar by the oper pan system, loans for which amounted to 
Rs. 21,500.° The industries which have been assisted by the 
Government under the Act are of a wide variety. The state- 
ment given below indicates the total amount of loans advanced 


under the Act up to the year, 1933, and the names of the 
various industries which received them.‘ 


Ibid., 1927, p. 7. 

Ibid., 1925, p. 7. 

Tbid., 1931, p. 6. 

Report of the Dopartment of Industries, Punjab, 1932, p- 11. 


Government Review on the working of the timent of Indust Punjal 
for the year ended Slat March, 1933. Depa nes, Punjab, 


ê Proceedings fof the Fifth Industries Conference, 1983, p- 18. 
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Namo of Industry. ‘Total amount advanced. Number of per-. 


Rs. sons to whom 
> advanced. 

Weaving 86,000 80 
Hosiery —* — 58,850 21 
Leather tanning and allied industries 41,000 22 
Sugar — 40,500 9 
Furniture and carpentry 29,300 8 
Tennis gut and sports gear-making 2,000 4 
Calico-printing and bleaching 23,000 7 
Oil milling — awe 20, 500 3 
Type block making and tin-printing ... 26,000 5 
Cutlery — sis 19,000 4 
Motor Engineering FP 18,000 5 
Manufacture of drawing instruments 15,000 4 
Pottery and chalk 15,000 4 — 
Metal work * 15,000 4 
Rosha oil 10,000 2 
Dairy farming 10,000 8 
Chemicals 9,000 3 
Comb making 5,000 1 
Film industry ... 5,000 — 
Cigarette making 5,000 1 7 
Jam making 5,000 1 
Durree making 5,000 1 
Picture frame making — aay 5,000 i] 1 
Harmonium making A — 4,000 1 =e 
Cosmetic good making 4,000 1 
Ribbon weaving 4,000 J 
Sword and lance making 8,500 2 
Chiken dozi 8,000 1 
Ink making x 2,000 1 
Paper industry .. 2,000 1 

Total 5,04,250 - 152 


The Punjab Provincial Banking Enquiry Committee re- 
ported that a large majority of the artisans could not take 
advantage of the industrial loans under the Act as they were 
unable to offer adequate security.’ The Committee made cer- 
tain suggestions to modify the rules and regulations governing 
the grant of loans under the Act. The value of securities 
offered by the borrower might be reduced from one and a half 
to one and a quarter times; the existing rate of interest on 
emall loans not exceeding Rs. 500 might be reduced to the bor- 
rowing rate of the Government and the recipient of small loans 
might, if possible, be exempted from registration and other 
procedures required under the Act.* The Act might also be 


1 Report of the Punjab Provincial Banking Enquiry Committee, p 201. 
2 Jbid., p. 298. \ 
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= made more useful to the artisans and the small industrialists if 
provisions could be made for the loan of machinery on the 
hire-purchase system. ` 

= In 1935, the Punjab Industrial Loans Act was superseded 
by a new State-Aid to Industries Act. It permits aid tọ be 
given to industries needing revival or development of modern 
methods in addition to the classes of industry referred to in 
other Acts. During 1937-38, two lakhs of rupees were dis- 
bursed in 35 cases as compared to Rs. 99,275 in 1936-37 and 
Rs. 94,000 in 1935-36." 


United Provinces : 


Since 1921 the Government of the United Provinces have 
rendered financial assistance to industries in two ways by 
making (1) grants and (2) loans. As regards grants, a sum of 
money varying between Rs. 15,000 and 35,000 is annually 
placed at the disposal of the Board of Industries which is a 
semi-non-offigjal body for giving grants for any genuine in- 
dustrial purpose, chiefly to pioneer industries for any purpose 
required by them but generally for the purpose of machinery 

~ . on a half and half basis. The system, however, has not 

proved suitable for the development of bigger pioneer industries. 
Between 1921-22 and 1932-33, the total amount of grants 
sanctioned by the U. P. Board of Industries was 
Rs. 1,25,608-3-10, the Budget allotment being Rs. 3,14,900.* 
As regards loans, a Board of Industrial Loan Commissioners was 
established in July, 1922, to supply principally small 
industrialists with capital upon easy terms. 

The Board was the outcome of the recommendations of a 
committee appointed by the Government under the chairman- 
ship of Sir Thomas Smith ‘‘to examine and make recom- 
mendations upon the subject of establishing an Industrial Bank 
in the United Provinces."* Tt was constituted to receive 


1 Report of the Department of Industries, Panjab, 1938, p. 23. 

E Report of the Industries Reorganisation Committee. 1934, p. 61. Also App. VI, 
p- ; 

The Board's composition—(1) Financial Recretary to Government (Chairman), 
(2) Registrar of Co-operative Societies, (3) Mechanical Engineer to Government, (4) Director 
of Industries, (5) A member of the Board of Industries elected by the Board, (6) A member 
of the Upper India Chamber of Commerce, (7) A member of the U. P. Chamber of Commerce, 
(8) A representative Of the Imperial Bank, (9) A representative of Joint-Stock Banking. 
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applications for loans from all classes of individuals and 
corporations engaged in industrial development, whether pioneer 
or not. The Government would place a lump sum of money 
at the disposal of the Board with the consent of the Legislature 
for the purpose of granting industrial loans. “Factory employees  __ 
would usually be employed for purposes of valuation. The 
Board could not be. legally empowered to sanction the loans but 
were assured that in most cases their recommendations would 
be accepted without further serutiny. These decisions were 
endorsed subsequently by the Burn Committee in 1924. At 
its first meeting held in November, 1922, the Board considered — 
` 13 applications and recommended four of them involving a 
disbursement of Rs. 1,70,000. But three of the applicants 
did not take up the loans and the fourth did not comply with the 
conditions. In March, 1923, the second meeting was held. 
Three out of five applications were recommended, the total 
amount being Rs. 52,000, of which the Agra Pencil Factory 
received a loan of Rs. 10,000. The Budget of 1922-23 had 
included 5 lakhs of rupees for industrial loans.. About a lakh 
out of this was spent at the end of the year." ’ 
In the next year (1923-24), five applications for loans were 
recommended of which the Government approved of the follow- <- 
ing three immediately and reserved for further consideration 
the other two’ :— 





Rs. 
(1) Mahaluxmi Sugar Corporation, Lucknow .. 1,230,000 
(2) U. P. Glass Works —* —— 50,000 
(8) Allahabad Law Journal for a type folindey — 22,000 


In 1926-27, the Board sanctioned Rs. 20,000 to a glass 
factory, Rs. 8,000 to a press and Rs. 500 to a sugar factory. 
The first two did not take up the loan and the third applied for 
a larger amount and hence the application was rejected. A 
loan of Rs. 7,000 was disbursed at the end of the year to a Brass 
Workers’ Society at Khari for the purchase of raw material. A 
loan of Rs. 500 was also sanctioned to a scissors manufactur- 
ing factory but if was not prepared to take it on the conditions 
prescribed by the Government.” 

1 Report of the Director of Industries, United Provinces, 1922-23, pp. 6-7, p. M 


a Report of tho Department of Industries, United Provincee, 1923-24, p. 6 
3 IJbid., 1926-27, pp. 10-11. i 
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ome in the next year." 
The Government sanctioned in the following year 


Rs. 6,000 for assisting the Leather Industry, Rs. 15,000 for the 


Brassware Industry and Rs. 8,000 for Disinfectant Manufac- 
ture.* 
The total amount of industrial loans sanctioned by the 
Government during 1931-32 was Rs. 30,000, of which Rs. 10,000 
was for developing a jam-making and fruit-canning indus- 
try at Ranikhet." In the following table will be found a 
summary of all the loans advanced by the Industries Department 
in every year since 1917-18 to the various industries of the 
provinces.* 


Classified Abstract of Loans Advanced by the Department of 
„ Industries, United Provinces 


> í 
™ Name of Industry Name of Recipient Year of Amount ar Er vea 
I. Sancti Ad 
z * * anction — — 
x 1. Karandia Co. 
ugar Lucknow 1922-25 6,00,000 
2. Mahaluxmi Co., 7,20,000 
Lucknow ' 1924-25 1 £20,000 
— * ( l. —— Mills, 
. Flour Milling Allahabad 1919-20 20,000 
/ 2. Karandia Co., ? 4,20,000 
Lucknow 1922-28 4,00,000 
l. * Varshani 
| ajori 1917-18 20,000 ' 
IIL. Glass 2. Naini Glass i 
Works 1920-21 16,000 1,76,000 
3. Mr. Varshani -1922-28 1,00,000 
4. Ditto. 1928.29 40,000 
IV. Bobbin Indus- Bobbin Co., 
try Cawnpore 1925-26 80,000 80,000 
' Thid., 1927-24, p 7 
3 Ibid., 1930-31, p- Zl. 
—— Ibid., 1991-82, p. 10. 
— Report of the Industries | l | — — AS 
oe Tabie ip ah. A 7 es Reorganisation — U. —— App. V, 
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Total Amount 


: i iam Recipie Y of Am t for the 
Name of Lodustry Name of ipient — — farrea 
. Re. s 
V. Meto-China Mr. Mirza, 
Roorkee 1927-28 40,090 40,000 
VI. Dyes and Tan- Mr. Mirza, 
ning Extract Bareilly 1917-18 30.000 30,000 
VII. Type Casting * A. L. Journal Co., 
Allahabad 1924-25 22,000 22,0900 
VIII. Brassware Shannon & Co., | ae. 
Moradabad 1930-831 15,000 15,000 
IX. Ink Mr. Shukla, 
Cawnpore 1922-23 12,000 12,000 
X. Match Mr. Bhargava, 1925-26 5,000 | J 
Muttra r 10,000 
Ditto. 1927-28 5,000 | 
XI. Jam-making Momtaz Hossain 1931-32 10,090 10,000 
and fruit- and Sons, 
Canning Ranikhet. 
XII Disinfectants P. Khandelwal & 1930-31 . 8,090 8,000 
Co., Lucknow. ~ 
XIIL. Tanning Wali Moham- 1930-31 6,000 
mad, A. Razak, 
Agra. 
XIV. Spinning Mr. Bhagwat 1925-26 2,000 2,000 
Prosad Sri- 
vastava, Basti. — — 
Total 15,451,000 


It will be observed from the preceding Table that the 
largest measure of assistance went to the sugar, glass and flour 
milling industries. The other industries which were also 
financially assisted were type-casting, printing ink, jam-making, 
brassware, match, tanning, meto-China, manufacture of 
disinfectants of bobbins and of dyes, ete. Out of the total sum 
of Rs. 15.51 lakhs advanced, there were 14 large loans 
(exceeding Rs. 10,000) amounting to Rs. 15.15 lakhs and six 
small loans totalling Rs. 36,000. 

The affairs of the State-aided concerns have been as 
disappointing here as they have been in the case of Madras 
and Bihar. As early as 1925 the Lucknow Sugar Works owed 
as arrears of interest, Rs. 1,76,000 ; the Karayndia Development 
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‘Corporation went into liquidation in 1927; the Mahaluxmi 


defaulted and fell into arrears. The bobbin factory fared no 


~ better. The glass works alone were able to pay regularly but 


even here it cannot be said that the loan achieved its purpose, 
viz., the establishment of the manufacture of sheet glass.’ 
Experience in connection with the large loans has been almost 
uniformly unsatisfactory. Out of Rs. 15.15 lakhs advanced in 
this way, Rs. 8,74,322 have had to be written off as irrecoverable; 
while of the balance over Rs. 80,000 are sitll overdue. Some 
of the concerns to which smaller loans were advanced also 
defaulted. But experience in regard to the smaller loans has 
not been generally so unhappy; only Rs. 1,714-5-6, being the 
amount out of a total of Rs. 36,000, advanced had to be waived.” 
The number of applications for loans has been declining in 
recent years and the Board of Loan Commissioners was abolished 
on January 1, 1937.°* 

An important step was taken by the United Provinces 
Government when an Industrial Finance Committee, consisting 
of banking and commercial experts, was appointed in November, 
1934. In their Report published in 1935 the Committee 


-recommended the formation of two special institutions, one for 


financing the major and minor industries, and the other for assist- 
ing the cottage industries of the provinces. The former institution, 
to be called ** The United Provinces Industrial Credit Bank, 
Ltd., should be started with an initial authorised and issued 
capital of Rs. 25 lakhs. The local Government should 
guarantee a dividend on the initial paid-up capital of the Bank 
at the rate of 49 free of income-tax up to a maximum period of 
20 years. The business of the Bank should be ‘— 


(1) to give long and short-term credit facilities to major 
and minor industries with a view to encouraging and assisting 
those engaged in industry ; 


(2) to lend money against sufficient security in the shape 
of fixed and floating assets; 


1 A. Clow, The State and Industry, Ch, XII, p. 109. 

3 Report of the Industries Reorganisation Committee, U, P., 1934, p. 55, Also 
App. V, Table I, p, 39A, 

* Administration Report of the Department of Industries, U. P,, for the year 
ending Slet March, 1037, p. 10, 

* Under the Loans and Grants Scheme for promotion of Cottage Industries Re. 3 
lakhs were allotted in each of the two years 1948-49 and 1949.50, both as loans and grantas. 

* Report of the Industrial Finance Committee, U, P., 1935, pp. 22-24. 
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(3) to give credit facilities to those engaged in major and 

minor industries, or for the establishment of new industries, 
under the guarantee of Government in the absence of adequate 
security, where Government is of opinion that such assistance 
is necessary in the interest of the industrial development of the 
provinces; 
(4) to underwrite, subscribe to and invest in shares of 
joint-stock companies registered in the United Provinces and 
connected with industries having prospects of attaining commer- 
cial proportions; j 

(5) to lend money on immovable property, bills of lading, 
documents of title, promissory notes of two or more parties, 
debentures, Government promissory notes, etc. ; 

(6) to encourage the purchase of machinery, materials, 
etc., on the hire-purchase system and to supply funds and give 
guarantees for that purpose. 

In addition to the business set out above, the Bank should 
be free— 

(i) to open current accounts only for those who have taken 
advances from the Bank. The public should not*be allowed to 
open current accounts as it is not desirable that the Bank should _ 
incur demand liabilities of any nature, as its funds would be 
generally invested in long-term credits. It may, however, 
accept deposits for long periods from the public; 

(ii) to discount bills, promissory notes, hundies, etc., and 
to open overdraft and cash credit accounts with or without 
security of persons directly or indirectly connected with 
Provincial industries.’ 


Causes of the Failure of State-Aid in India: 


The history of State-aid to industry has not been happy in 
India. Indeed the results have been so disappointing that ideas 
are rapidly gaining ground that, after all, the principle of State- 
aid may be wrong. Before condemning the principle of direct 
financial aid to industry by the State, it is necessary to analyse 
carefully the reasons for its failure in the various provinces of the 
country. In the earlier stage there was very little experience to 
guide the Department of Industries in working the Acts and the 


t An “ Industrial Credit Bank’ has since been established by the Government 
of the United Provinces on the lines of these recommendations. \ 
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investments were unfortunately not carefully planned or selected. 
The Governments of Madras and Bihar made heavy commitments 
in a single concern, the Carnatic Paper Mills and the Indian 
Steel Wire Products, Ltd. The success of the working of the 
Acts came, in each province, to be bound up with the fortunes 
of a single concern; the risks were not spread out. The 
consequences of this imprudent policy could not but be disastrous. 
The failure of the concerns landed the two provinces in serious 
losses. Nothing has brought more discredit to the State-aid to 
industries Acts than this indiscreet policy of advancing so 
heavily to a single enterprise. It was against the fundamental 
principles of industrial financing. 

Bureaucratic delay in the disbursement of loans under the 
Act has in no small measure contributed to the disappointing 
results. There was great delay in examining and valuing the 
assets of the business, in getting the recommendation of the 
Board of Industries and in the final decision of the Local 
yovernment. The scrutiny of the Agricultural and Industries 
Department and the Finance Department took a long time. 
Even when the Government finally decided to sanction a loan, 
there was inordinate delay in disbursing the amount sanctioned.’ 
In many cases loans applied for and even sanctioned were not 
disbursed after a year and sometimes more than a year. The 
need for the loan might have disappeared by that time, the 
conditions of the market might have changed. Pressing 
obligations could not have been met and a golden opportunity 
might have been thrown away. Under the circumstances, it 
cannot reasonably be expected that the financial results of the 
Act will be happy. 

Besides the uncertainties that frequently arose in interpret- 
ing certain sections of the Acts, there are other defects and 
limitations. In regard to hire-purchase, for instance, there is 
no provision in the Bihar and Orissa Act for collateral security 
and the Government has to take over the machinery on a 
month's notice from the hire-purchaser. The hire-purchaser is 


* Several instances of the dilatory methods of the Government were quoted by a 
member of the Statutory Board of Industries, Bengal. On March 6, 1034, the Board 
recommended a loan of Rs. 500 to an applicant who wanted to improve his umbrella 
factory to enable him to turn out more ombrellas for the monsoon season. The loan 
wee not sanctioned by the Government till August and then after waiting for sometime 
for the money which was not forthcoming, he withdrew his application.— Proceedings 


“of the Bengal — Council, March, 1935, p. 679. 
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to pay only the instalments that have fallen due before the date 
and is absolved from further responsibility. But second-hand 
machinery, even in good working order, does not fetch more 
than 20 to 30 per cent. of its original value and consequently 
the Government has to suffer considerable losses. The Act should 
be amended in such a manner as to provide for collateral security 
and guard against loss owing to the premature termination of 
the hire-purchase agreement. The period of 20 years for the 
hire-purchase of machinery in the Bengal and Bihar Acts is also 
unduly long. After the lapse of 20 years all machinery becomes 
“ scrap '’ and the Government cannot realise anything from its 
sale in the event of the bankruptey of the industrial concern.’ 
This period may very well be reduced to 7 or 10 years. 

Lack of co-ordination in industrial policy between the 
Provincial and Central Governments has been to no small extent 
responsible for the unhappy history of State-aid in India. 
Direct financial assistance from the State is but one of the 
factors influencing industrial development. Lakhs of rupees 
lent by the Provincial Governments will be powerless to build up an 
industry unless other conditions are fulfilled? The other 
conditions are tariffs, railway rates, currency and exchange policies. 
These are beyond the control of the Provincial Governments and 
are controlled by the Central Government. A benefit extended 
to the provinces under the Acts may be nullified by the policy of 
the latter. There is no use in granting State-aid by the pro- 
vinces while the Central Government is working tariffs, railway 
rates and exchange in a manner which will take away the 
substantial part of the aid. A closely co-ordinated industrial 
policy—a scheme of planned economy—is what is required to 
stimulate the industrial development of a country. 

The most important cause of the failure of State-aid in 
India lies in the absence of a suitable and efficient machinery 
to disburse public funds after careful investigation. The 
satisfactory working of the Acts depends toa considerable extent 
upon the proper assessment of the credit-worthiness of the 
enterprises applying for State-aid and upon the careful estimate 
of the prospects and soundness of their business. The task is 
not at all an easy matter and requires a special machinery for 
its fulfilment. Under the various provincial Acts the Board of 


+S. C. Mitter (Director of Industries, Bengal), A Recovery Plan for Bengal,- 
pP. GSS. 


—— 





Privinces) which meet together from time to time to examine 


applications for State-aid has been entrusted with these 


responsibilities. But the Board is not sufficiently competent to 
judge of the credit-worthiness of the applicants or the financial 
aspect of the risk involved in granting the aid. The Board is 
a large and heterogeneous body and cannot examine applications 
for loans with the thoroughness they require. The members 
of the Board are men of affairs and must be very busy on their 
own account. They are unable to devote their whole time or 
attention to the task. The fact that in many cases meetings of 
the Board could not be held for want of a quorum is sufficient 
indication of the lukewarm interest taken by the members in the 
matter. Neither the Board nor the Department of Industries 
possesses the adequate experience, organisation or machinery 
for discharging its responsibilities. ‘The Department is more 
concerned with the improvement of processes, appliances and 
technique of industries rather than their financial requirements. 
It has thus been called upon to undertake the responsibilities of 
a task for which it is not qualified. Undoubtedly in many 
instances the character and capacity of those who applied for 
State-assistance could not be said to be properly suited to the 
enterprises they ventured upon. The Director of Industries, 
Bihar and Orissa, stated before the Provincial Banking Enquiry 
Committee that a great many of the applicants could not be said 
to have satished all the tests of sound businessmen. This fact 
might be the reason why they could not raise their required 
finances from the ordinary sources and finally came to Govern- 
ment for accommodation inspite of the blaze of unwelcome 
publicity to which applications for aid were exposed under the 
Act. Applications exceeding a certain amount, it will be 
recalled, are required to be advertised in the Gazette. This, 
though necessary to protect the interests of the taxpayers, is 
calculated to injure the credit of the applicants. It is not 
improbable, therefore, that the persons who apply for State-aid 
are not usually those who are able to procure accommodation 
elsewhere. The Act may have unwittingly prevented enterpris- 
ing businessmen from taking advantage of the facilities granted 
under it and may have unwillingly assisted the “ lame ducks," 
the inefficient and the imbecile in business. This charge may 
be levelled even against the Indian Steel Wire Products 
Company. Its head office was in Bombay and a sound 
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proposition seldom lacks money in a city like Bombay.’ A 
large number of instances has already been cited where the 
applicants did not take up the loans after they were granted ; 
they did not even know their own minds. In several other 
eases they were unable to furnish sufficient security or supply 
to the Government all the necessary information required under 
the provisions of the Acts.” All this is an illuminating 
commentary on the character of the businessmen seeking aid. 
The financial result of the extension of aid to such types cannot 
but be disastrous. Under the circumstances it is desirable that 
the Government should relieve the Department of Industries of 
these heavy responsibilities and vest them in the hands of a 
more suitable organisation. Properly speaking, these are the 
functions of a bank. A bank will in the first instance be able 
to exercise more commercial supervision of the money that the 
Government is spending than it is possible for the Department 
of Industries. It will also be able to judge more adequately 
the credit standing of the applicants for State-aid, their 
managerial capacity and the prospects of their industrial 
propositions. The Director of Industries, Bihar and Orissa, 
rightly observed before the Provincial Banking Enquiry 
Committee that ‘‘ the decision whether a particular industry 
should be financed or not ought to be taken out of the hands of 
the existing Board of Industries and placed in the hands of a 
bank.” ; 

Lastly it may be observed that the State-aid to Industries 
Acts were launched under one of the most severe depressions the 
business world had ever known. The post-war boom was 
succeeded by a widespread slump and during the past few years 
an economic blizzard of unexampled intensity was sweeping 
over the whole world. Industries of every description, private 
as well as State-aided, suffered under it. The unhappy affairs 
of the State-aided concerns should not prompt one to believe 
that they were the only ones to suffer. As a former Director 
of Industries, Bengal, observed: ‘‘ It must not be forgotten 
that private industrial enterprise has been equally barren of 


$ Evidence of the Director of Industrics. Bihar and Orissa. Sce Bihar ond Orissa 
Provincial Banking Enquiry Committee, Vol. IT, p. 214. A ; 
* During 1037-88 out of the 15 applications for loans made to the- Bombas 


BRE n 14 could not be considered for thie reason. (See Annual Report, 


$ 


ie» 


Department of Industries, Bombay, 1997-58, P 26.) | . af 
3 Evidence of the Director of Industries, Bihar and Orissa, Vor IT, pp. 206-7 








adequate results and has failed to establish new industries of any 
substantial importance except when special tariffs have secured 
protective markets for them.’"’ 


State-Aid to Industries in the Native States in India: 


In sharp contrast to the disappointing results of State-aid 
in the various provinces of British India, before World War ET; 
the Native States were carrying on a remarkably successful policy 
of State-assistance to industries. The definite attitude of moral 
support and the all-round policy of encouragement adopted by 
the States had a great deal to do with this achievement. The 
industrial policy of the States suffered no handicap from the 
division of functions between Central and Provincial Govern- 
ments as in British India. This lack of co-ordination between 
the Central and Provincial Governments in regard to industrial 
policies and the consequent absence of an all-round policy of 
State encouragement were, as already noted, to a great extent 
responsible for the failure of State-aid in British India. 


Mysore : . 


Mysore easily came first in the matter of State encourage- 
ment for indigenous industries. There was no other State which 
adopted a more enterprising policy of State-aid for its 
industries or achieved a greater measure of success in that 
field. Ever since the Mysore Government framed rules in 1913 ? 
" for the grant of loans to facilitate industrial and agricultural 
operations,” it followed an active policy of State-aid to industries. 
It established institutions under its own management, such as 
the Government Soap Factory and the Metal Factory; carried on 
experimental and investigation work; and assisted industry in 
every possible way. The granting of loans for the purchase of 
machinery for industrial purposes and sometimes also for working 

= capital wag a special feature of the State policy. i 

, * The Government took shares in some concerns or 
fave guarantees to private banks to advance loans to the 

_ con¢erns.” The mill industry, one of the most flourishing 





. i p“ Industry and State "en article hy Mr. A T “Weston M.I.C.E M. 
7 - : ite p . teade Bay I.E 
+ Director of Todustries, Bengal, in The Capital, Trade, -Indust —— 
— 2981. p. 0 — —— 
2 Revised later in the light of subsequent f 
3 Proceedings off tbe Industries Conference held in Simla, July, 1939, p. 22, 
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industries in the State, was assisted by loans, advances and 
cash credits. A cotton mill received Rs. 8 lakhs through the 
Mysore Bank in the form of a cash credit." Two woollen mills 
were specially assisted either directly or through the Bank 
of Mysore. The Mysore Yarn Co., Ltd., the Mysore Premier 
Metal Factory, the Mysore Pharmaceuticals, Ltd., the Art 
Litho Press, the Tirthali Tile Factory, the Aryan Hosiery 
Factory are some of the industrial concerns financially assisted 
by the Govyernment.* The Department of Industries started 
by loans or otherwise a number of flour mills, rice mills, pumping 
plants, etc. It also assisted cottage and small industries 
and was reported to have been responsible for bringing into 
existence in various parts of the country nearly 500 concerns 
owned by small capitalists. 

The industrial loan policy of the Mysore Government was 
attended with singular success. The Government lost very 
little money. Since the introduction of the policy of financial 
aid in 1913, the total amount sanctioned in respect of 
industrial loans up to 1930-31 was Rs. 14,35,124-3-6 of which 
Rs. 9,64,032-9-11 was recovered and only Rs. 54,803-2-10 was 
written off.° 

Mr. Collins, C.I.E., I.C.8., a former Director of Industries 
in British India and afterwards the Director-General of Commerce 
and Industry, Hyderabad State, has paid a high tribute to the 
successful industrial policy of the Mysore Government in the 
following words :—‘* The State has shown that active encourage- 
ment of industry can be undertaken without loss of public 
money and to the great benefit of the country.’”* * 
Hyderabad : : 

A Department of Commerce and Industries was established 
in Hyderabad in 1918 and since then the State had been 

1 Proceedings of the Industries Conference held in Simla, July, 1993, p. 26. 
3 See Report of the Administration of the Department o! Industries and 
Commerce, Mysore, 1919-20, p. 9. 


3 Report of the Administration of the Department of Industries and Commerce, 
Mysore, 1930-51, p- 4. 


a" Industrial Policy in the Indian State ""—an article by MWe. B. A. Collins, OLES, 
OB.: in The Capital, Trade, Industries and Tranzport Supplement, 1932, p. 59. 

"The Mysore Government is still giving assistance to all sizes atl types of 

industries. In 1950, Government shares in Fertiliser Workers amounted to Rs. 26 lakhs, 


to Sugar Companies Rs. 13.65 lakhs, Raw Film Industry Ke. IS lakhs, Telephone 
Tadustry Rs. 10 lakhs and Lae and Paint Works Rs. 1.50 lakh«» (Mysore Information 
Bulletin, December, 1060.) å . 
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rendering financial assistance to industries. It created in 1919 
an Industrial Trust Fund of a crore of rupees for granting State- 
aid to industries. The fund was controlled by a Board consisting 
of 3 members of the Executive Council including the Finance 
member as Chairman. Power was delegated to this body, 
“to utilise the corpus of the fund for loans to big industries and 
to spend the income in various other ways without reference to 
any further authority.” The fund was invested chiefly 
in industrial debentures and in some cases in ordinary shares 
also. The income from this investment was used ‘in the 
development of cottage industries, propagation of technical and 
industrial education and granting of loans to small industries at 
6% interest. The policy was not unsuccesssful and bad 
debts were not many.’ ‘The investments from the Industrial 
Trust Fund yielded a full return except in one case, viz., a 
glass factory. The State invested Rs. 30,000 in the concern but 
it went into liquidation. Among the large-sized industrial 
enterprises financially assisted, the Shahabad Cement Works 
may be mentioned. It was helped with a loan of Rs. 12 lakhs 
at 8% interest. It soon rose to a flourishing condition. As 
regards small industries, fairly good recoveries were made 
except in a few instances where the valuation of the land given 
in security was defective. The amount lent to these industries 
totalled in 1933 nearly Rs. 5 lakhs, of which more than half was 
recovered .* 


Baroda : 


The history of State-aid to industries in Baroda dates back 
to 1891 when a sum of Rs. 1,50,000 was set aside for granting 
loans to mall industries. The amount was subsequently 
increased to Rs. 3 lakhs. During the Swadeshi movement, when 

Anew industries were started all over the State, the Government 
liberally assisted every venture in every possible way. In 1906 
the Department of Industries and Commerce was organised and 
rules were framed to grant loans to industries two years after. 
The Bank of Baroda was established about the same time. The 
Bank was expected to grant long-term loans to industry but this 
expectation was not fulfilled. In 1915 the Government set aside 
a sum of Rs. 15 lakhs for loans to new industries at low rates of 
` Article by Mr, B, A. Collins, op. cit. 
a — * the Industries Conference held in Simla, July, 1939, p, 28, 


ae 





- 


‘rt fic a¥t a | * J F J m 





THE STATE IN THE ROLE OF THE INDUSTRIAL FINANCIER 215 


interest. The Bank of Baroda was alas asked to advance loans 
to industrialists on the condition that the State would place with 
the Bank an equivalent amount at a lower rate of interest to 
meet the risk assumed by the Bank. The commission received 
by the Bank for the risk it undergoes in financing industry with 
long-term loans amounts to 13%. ‘The experiment was 
found to be highly successful. The loss of State money was not 
at all serious. Out of a sum of Rs. 20 lakhs only Rs. 43,000 
were lost up to 1933, excluding one case when a debenture loan 
of Rs. 10 lakhs was given to a cement works.’ 


Gwalior : 


In the State of Gwalior the Durbar granted, besides 
many concessions, direct financial aid to industrialists in the 
shape of debenture loans. The cotton mills received as loans 
from the Government a sum of Rs. 34 lakhs. The loans were 
made out to four mills as follows * :— 


Lakhs of Rs. 


1. Jayajee Rao Cotton Mills, Gwalior — 18 
2. Binod Mills, Ujjain — vo 8 
3. Nazar Ali Mills, Ujjain — * 5 
4. Sipra Mills, Ujjain — * 3 

Total... s4 


According to the Trade Member of the State, the results of 
State-aid to the weaving industries were quite satisfactory 
in Gwalior. But in the case of smaller industries loans amounting 
to Rs. 10 lakhs had to be written off. The investment of 
Rs. 22 lakhs in the two State-owned factories of pottery and 
leather was also unsatisfactory owing to Japanese competition.” 

— 


Travancore : 


In Travancore State, a sum of Rs. 50,000 used to be pro- 
vided every year in the budget, for the encouragement of small 
industries. The Director of Industries was permitted to grant 


i Proceedings of the Industries Conference he'd in Simla, July, 1935, p. 26. 
Bea * Article by Mr. Collins in Capital, Supplement, op. cat. 
of the Industries Conference held in Simla, July. 1933, p. 22: 
3 Ibid., p. 27. I 
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nment su scribed to a portion of the share capital of „a 
sug r factory y w ch came to work fairly satisfactorily since 1932. 
: E 3 As of the oil mills in Aleppy and other places also approached 

the Government for loans as they were hard hit by the prevailing 
= „economic depression and a sum of about Rs. 50,000 was 
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*3 „Sanctioned in 1932. An Industrial Loans Regulation was also 
passed in the same year with a view to providing funds for 
granting loans to cottage workers as wel! as to large-scale i 
industries. According to the Director of Industries of the State, 


the experience of loans granted on the security of property was 
à Ret unsatisfactory.” 
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CHAPTER VIII 


STATE-AID TO INDUSTRY ABROAD IN THE YEARS AFTER 
WorRLD War lL 


During the years after the First Great War, the theory and 
practice of State-aid to industry developed considerably and in 
many countries came to form an integral part of Government 
policy. There was a definite breakdown of the policy of 
laissez-faire in industry which dominated so strongly the 
nineteenth century thought and practice. A study of the 
methods by which and the conditions under which the State 
elsewhere came to assist industry after the War of 1914-15 will 
prove to be not only interesting but also highly instructive, 
especially at the present moment, when an a together new policy 
of active industrial development by the State is being enunciated 
in India in place of the previous policy which was in general one 
of laissez-faire.’ The forms in which State-aid, both direct 
and indirect, has been furnished are various, all of which do not 
fall within the strict purview of our survey. We are concerned 
here only with one such form, direct financial assistanee, by 
which we refer to assistance in the form of loans with or 
without interest, subscription to share and debenture capital, 
grants, subsidies, guarantee of interest and the like. The 
space at our disposal does not permit us to undertake a detailed 
survey of State-aid to industry in post-war years in all the different 
countries of the world. We shall confine our immediate interest 
to a study of the policy of State financial aid in the countries 
where legislation bearing a close analogy to the State-aid 
to Industries Acts in India, and possibly inspiring them 
may be found. An attempt will be made to find out how far 
the working of such laws has been attended there with success 
from the view-point of the economic deve’opment of the countries 
concerned as well as from that of Government finances. Among 
the Commonwealth countries, the Province of British Columbia in 


foture Industrial 


i Communique issued by the Government of India on the if 
of Tn lin - 


Policy, dated April 22, 1945. Cp. also the declaration of the Government 
Industrial Policy on April 6, 1948. j 
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Baa, the State of South Australia and the State of 
Victoria in Australia are remarkable for placing on their Statute 
books in the post-war years elaborate laws for the provision of 
State-financial aid to industry. It is in the fitness of things 
that a study of post-war State-aid to industry should be concerned 
with a detailed review of the legislation enacted in each of these 
three countries. 


I. The Province of British Columbia (Canada)' 


In the Dominion of Canada, the province of British Columbia 
passed in 1919 an Act entitled ‘' The Department of Industries 
Act "° for the purpose of giving financial aid to industries. The 
aid was to take the form of a loan, guarantee or guarantees of 
securities on approved plans and the enterprises to be assisted 
were to be such as ** to encourage the economic and commercial 
manufacture of the natural products of the province.”’ 

Plans, submitted by representative bodies of returned 
soldiers of British Columbia for promoting and providing for 
employment through the establishment of new industries and the 
development of existing industries, were also to be considered 
and dealt with.” 

An Advisory Council was appointed under the Act by the 
Lt.-Governor in Council, consisting of not more than 7 members, 
representative of the commercial, financial, industrial, manufac- 
turing and labour interests of the province.” Financial aid in 
any of the forms mentioned above would be granted to any 
person, partnership, association, company or corporation by the 
Minister of Industries upon the recommendation of the Advisory 
Council and with the approval of the Lt.-Governor in Council. 
It will be observed that the Columbia Advisory Council, its 
composition and its functions closely resemble the Statutory 
Board of Industries in the Indian Acts. The object of such 
assistance was to promote and develop industries and manufac- 
tories.“ An industrial development fund was created consisting 


i The Hon'ble Minister of Industries and Finance, and the Deputy Minister of 
Industries, British Columbia, furnished the writer with the Annual Reports of the 
Department o° Industries, copies of the Department of Industries Act, 1919 and other 
Jecuments, and salso replied to detailed questionnaires. 

2 Section 4, The Department of Industries Act, 1919, C. 34, S. L 

3 Section 5 yh" 

t Section 6. 
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of such moneys as might be appropriated. by or under the 
authority of the legislature for the purposes of this Act and 
all sums received by way of interest on or repayment of any 
advance made by way of loan pursuant to this Act.’ 

For the purpose of this Act, a provincial Industrial Loan 
not exceeding $ 2,000,000 might be raised or borrowed by the 
Lieutenant-Governor in Council by the sale of debentures, 
treasury bills or notes or by the issue and sale of British 
Columbia Stock under the provisions of the ** Inscribed Stock 
Act.’ Treasury bills or notes might be renewed and re-issued 
from time to time and the amount outsanding on any original 
or renewed treasury bills, etc., might be converted into debentures 


or British Columbia Stock, but so as to be repayable not later F 
than the 30th day of June, 1945.° All debentures, treasury — 


bills, British Columbia Stock had to bear interest at a rate not 
exceeding 6% per annum to be fixed at the time of sale and 
to be payable half-yearly and repayable at a date not later than 
the 30th June, 1945.2. The Minister of Finance might pay the 
interest accruing on all moneys borrowed for the purposes of 
the Act out of the consolidated revenue fund. „A sinking fund 
might also be created for the repayment of every loan under this 
Act by annual appropriations of money by the Lieutenant- 
Governor in Council out of the general revenue of the province.’ 
No financial aid would be granted under the Act unless the 
Minister of Industries and the Advisory Council were satisfied 
about the solvency, capacity and moral hazard of the appheant, 
his ability to make a fair profit, the earning powers of his 
business, the value of the security offered which was to be 
estimated on the basis of productiveness and finally that the 
proposed ‘oan was desirable for any of the purposes of the Act 
and would be of economic benefit to the province.’ 

In the first meeting of the Advisory Council held on 
August 7, 1919, the methods of carrying on the business of the 
Department were outlined. The ‘‘ Industrial Commissioner ` 
appointed under the Act was to receive all applications for 
financial assistance. After making a full investigation on each 
application he would present a detailed report to the Advisory 


i Section 7 (1). 

* Section 12. 

* Section 18 (1). 

4 Section 16 (1) and (2). 

5 Section 8. $ 
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Council together with his recommendations for its consideration. 
The rate of interest on all loans was fixed at 6% pus any extra 
charge that the Government might have to incur in borrowing 
the money or in making the loan. When all conditions 
_ governing the grant of a loan were complied with, the amount 
of the loan would be placed in the Development Fund to the 
credit of the applicant. After the due registration and 
execution of the security papers had been completed, the 
applicant would receive payments from this Fund on voucher in 
accordance with the purpose for which the money was loaned. 
Thus the Department could be assured that al the moneys 
voted were used solely for the purposes for which the grant was 
© made and were also used in the development of industry.’ 
z Up to the end of 31st December, 1919, 225 applications 
_ for loans amounting to the value of $2,767,404.41 were received. 
Out of these only 19 applications were granted, the total amount 
; of loans approved being $4,42,200.° During the next year 
(1920) the number of applications rose to 362 totalling in value 
$ $3,044,050. The total amount of loans approved was 
$630,658.48." More than 1,000 apphcations reached the 
* Advisory Council up to the end of 1921. Altogether loans to 
76 industrial concerns were recommended up to the close of the 
year; but ten of these could not comply with the conditions laid 
down by the Advisory Council and were, therefore, unable to 
take advantage of the financial assistance approved by it.* The 
total loans approved by the Department of 66 concerns up to the 
year 1921 amounted to $11,08,658. The loans were distributed 
among industries of various kinds and various sizes. Cordage, 
“Toy, Bricks, Saw Mill, Boots and Shoes, Furniture, Boxes, 
Marine Engines, Ink, Cigar, Rubber Soles and Heels, Pickles, 
Fish Curing, etc. were some of the businesses assisted under 
» the Act. The size of the loan varied from $2,50,000 to a Cordage 
Company in New Westminster (Canada Western Cordage Co., 
Ltd.) to $300 to an antique furniture concern in Victoria.’ 


' Firet Annual Report of the Department of Industries, British Columbia, for 
the year ending Sist Decomber, 1919, p. 5. : 
= Ibid... 1919, p. 6. 
l a —— Anoual Report of the —— of Industries, British Columbia, for 
f the year ending Sist December, 1920, p. 5. 
— S Third Annual Report o” the —— of Industries, British Columbia, for 
— — 1921, p. 5. p 
Third Annual Report of the Department of Industries, British Columbia, for 
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In view of the prevailing industrial depression, the granting 
of financial assistance to industries had tọ be considerably 
curtailed in 1921. It was held that the establishment of new 
enterprises was not desirable when the industries already 
assisted were struggling to secure order. ‘The Advisory Council 

decided to suspend the granting of further loans except to 
industries in which the Department had already an interest or 
those previously under advisement by the Board. 

As regards the financial results of the state-aid granted 
under the Act, it is seen that at the end of 1921 the industries 
assisted by the Department were in arrears as follows ' : 


Principal * 3578 408 837 -= 
Interest — ... $22,100.57 


Total ... $95,589.94 


Six enterprises repaid their loans in full, the total amount 
being $24,800.* 

The repayments of principal and interest were rendered 
» diffieu t not only by the general industrial depression prevailing 
at the time but also by the fact that in many instances they 
came at too soon a period after the launching of the enterprise 
to admit of proper development of the industry. Under the 
advice of the Advisory Council, the Minister of Industries 
granted extension of time in regard to the repayment of both 
principal and interest in the undertakings ** where the persons 
connected with the business were showing a determined effort 
to fairly develop their enterprise without seriously impairing the 

‘security held by the Department.’’* 
Approximately the sum of 2 million dollars was advanced 
' by the Department under the Act up to the year 1933 when the 
Act was rescinded... The Department remained in existence 
only for the purpose of winding up loans that were still 
outstanding.” As regards the working of the Act we can do no 


ior 


‘Third Annual Report o° the Department of Industries, British Columbia 
the year ending Sist December, 1921, p. 5. 
- > Third Annual Report, op. cit., p. 28. 


a Ibid., p. 6. 
4 * Source: Letter to the writer from the Deputy Minister of Industries, British 
Pe Columbia, dated 7th Mareh, 1934, replying to a questionnaire frame dt bw the author 
—* sN * Source: Letter to the writer from thè Hon'ble Minister of Industries and 
_ Finance, Pritish Columbia, dated 12th December. 1993. ' 
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Ls bettet than quote” the following words ‘from a letter of the 
* Deputy Minister of Industries of the Province of British 
~ Columbia to the writer, dated the 7th March, 1934: ** I have 
no hesitation in saying that the Department has filled a very 
important part in the upbuilding of industry in the Province of 
ritish Columbia and while certain loans made have not been 
pa repaid and never will be, there is no doubt that the loans so 
_ made were fully justified and taking the Act as a whole | might 
_ state that it has been very satisfactory.” 







Pa 





TI. The State of Victoria ' 


- The Government of Victoria (Australia) passed on the 30th 
“December, 1919, an Act called the Primary Products Advances 
— of 1919 (No. 3038) to provide for making advances to 
- companies ‘‘ for the purposes of undertakings for dealing with 
E certain primary products.’ The undertakings referred to in 
<2: the Act might be * :— 
(1) Abajftours and freezing works, chilling chambers and 
i cool stores for meat; 
= (2) Cool storage for fish; 
(3) Factories for the manufacture of canned fruit, dried 
fruit or jam; 
(4) Flax Mills; 
(5) Tobacco curing sheds and 
(6) Fruit works. 


The undertakings included the land upon which any works 
in connection with them were built and all buildings, erections, 
offices, conveniences and machineries in connection with them 
together with any additions or extensions. Applications for 
loans could be made by companies for constructing works, 
purchasing and installing machinery, acquiring by purchase or 
extending or adding to any such works or machinery and 
purchasing any land required in connection with any such 


mas t The Director of Finance, State ‘Treasury, Victorin and the Director of 
Agriculture, Victoria, replied to a dotailed questionnaire and furnished the writer 
with various documents relating to the ‘operation of legislation authorising atate-aid to 
industry in Victoria. 

2 The Primary Products Advances Act, 1919 (N. 3038), Sec. 2, An Act called 
the Primary Products Advances Act, 1920 (No. 3068), was passel on the 28th 
; > —— 1920, to amend certain ‘provisions of the Act of 1919. - i 
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undertakings as mentioned above.’ No loans under this Act — 
should be granted to any company unless a three-fifths majority — 
-in number and value of the shares in the company were held 
by bona fide shareholders or members thereof being persons 
engaged in the production of any primary products supplied to 
the undertaking of the company.* >. 
Every company applying for a loan should have to lodge 
with the Minister a deposit of at least £10 per cent. of the 
amount of the loan applied for. The sum would be returned in ` 
the event of the loan not being granted but would be applied + 
towards the repayment of the loan, if it were granted.” The- 
. amending Act of 1920 authorised the Treasurer to dispense- 
witb or reduce the amount of deposit on applications for loans.* 





= 





All applications should supply a statement to the Minister ~ ae 
setting forth the following * :— = 

(1) a copy of the company’s memorandum and articles of 2 
association; - X 

(2) evidence of its due registration: y 
‘ (3) a description and map or plan of the locality where the 


works or proposed works in connection with the undertakings 
were or were intended to be constructed: 

(4) the situation and cost or estimated cost of the site or 
proposed site of the works and of any other land purchased ' 
or proposed to be purchased in connection with the under- 
takings; 

(5) the nature and cost or estimated cost of all buildings, 
machinery and other works erected, installed or constructed for or 
in connection with the undertaking; 

: (6) the period within which the company desired advances 
to be made and the instalments thereof required ; 

(7) any other matters as might be required by the 
Minister. 


These applications were to be referred by the Minsiter to 
the Director of Agriculture and the Secretary for Public Works 
for report. When the reports would be presented to the Minister 


1 The Primary Prodneta Advances Act, 1919, Sec. 3. 

2 Section 4. 

3 The Primary Producta Advances Act, 1919, Sec. 5 (2). 

* The Primary Products Advances Act, 1920 (No. 3068), Section 
of S The Primary Products’ Advances Act, 1919, Section 5 (1)! 
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he was to consider carefully whether there was a reasonable’ 
= probability of the undertaking being carried on successfully and 
— whether the „buildings and ——— were of a character.and 4 

deseription properly suited to the purposes for which they were 

intended." If he was satisfied about these points, and decided 
- that the loan should be granted, he would have to submit the 
application together with all documents connected therewith to 
the Treasurer. The Treasurer in his sole discretion but with 
the approval of the Governor in Council might grant a loan to 
the company under the Act out of any moneys legally available 
for the purposes. The Treasurer also would decide as to the 
terms and conditions of the loan.* The amount of the loan 
might be nett out either in one sum or in several instalments 
and should be repaid at such time and in such amount and with 
interest at a rate determined by the Treasurer.” An agreement 
was to be entered into between the borrowing company and the 
Treasurer in the name and on behalf of His Majesty, specifying 
. the terms and conditions upon which the loan was granted, the 
manner in which advances were to be made, the time and the 
amount for repayment and the rate of interest. For the 
purpose of securing the repayment and the loan and interest 
and all moneys which, by the Act, the company was required to 
pay to the Treasurer, in the same agfeement the company 
would also have to execute or cause to be executed or undertake 
that it would, whenever called upon by the Treasurer, execute 
or cause to be executed at its own cost and to the satisfaction of 
the Treasurer in addition to such other securities as the Treasurer 
thonght fit (a) first mortgage to His Majesty over the 
undertaking and the works and all such other property and 
assets and uncalled capital whatever of the company as determined 
by the Treasurer, or, (b) an assignment to His Majesty of all 
contracts and all right, title and interest to and in all such 
machinery and all such other property whatsoever purchased or 
contracted to be purchased up to the time of the payment of the 
advance or of each respective instalment of the loan and all such 
assets and uncalled capital whatever of the company as determined 
by the Treasurer.* 
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i The Primary Products Advances Act, 1919, See, 6 (1) and (9), 


d 3 Section 7. 
* * Section 8. , * a ATN f 
a 4 The Primary Products Advances Act, 1919, Section @ 1). 3 ü ræ 
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= - The effect of the execution of such assignment would be — 

3 that His Majesty should be»deemed to have a first mortgage and 

= charge in priority to every other person over the ‘machinery and 
other property, assets and uncalled capital, the subject-matter of 
the assignment, to secure the repayment of the money advanced 
by the Treasurer. Again all such moneys should be spent in 
accordance with the agreement and no instalments should be 
paid to the company unless all previous instalments had been 
properly spent.’ 

To enforce or satisfy the rights of His Majesty under such | 
assignment or mortgage, His Majesty should have full right and 
authority to enter upon any land whatsoever and: whomsoever 
belonging and to remove therefrom any machinery or other 
property or assets, the subject-matter of such assignment or 
mortgage, and to do all other acts and things deemed necessary 
by the Treasurer.’ } 

When a company obtained a loan under this Act which was 
utilised either wholly or partially in the purchase, erection or 4 
construction of buildings, machinery or any kind of perishable 
structure, it should pay every year, by way of a depreciation 
fund, a sum of money not exceeding £5 per cent. of the cost of 
such buildings, etc., into a Trust Fund until in the opinion of 
the Treasurer the balance to the credit of such fund was sufficient 
to cover the total cost of replacing the said buildings, machinery 
or perishable structure. The money standing to the credit of 
such fund should be available and be used for such repairs to or 
renewals of the said buildings, machinery or perishable structure 
as might be authorised by the Treasurer.” 

In lieu of payments in respect of depreciation the Treasurer 
was empowered by the amending Act of 1920 to increase in 
every year, the amount the company was required to repay under 
Sec. 8, by such sum as he thought fit but not exceeding by £5 
per cent. of the cost of the said buildings, etc.* All works 
(properties, real and personal, all additions and improvements 
thereto) of the borrowing company must be kept insured against 
fire to their full insurable value with some Insurance Company 


4 





% Section 9 (3) and. (4). — 
2 Section 9 (6). 
® Section 10 (1) and (2). 
4 Every such “additional! sum was to be paid tn half-yearly instalments 
i Depreciation Fund was not required also, provided the Trreaswrer directed, where a 
= loan granted under the A@® to a Company was to be repaid atea date not more than 10 
~ years after the grant, Section 4, The Primary Products Advances Act, 1920 (No, 3065) 
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= approved — the Treasurer. A company which obtained 
financial assistance under the Act must furnish to the Treasurer ; 
. every a balance-sheet in such form containing 
— — Auditor-General: The Tfeasurer 
« had power to inspect and control the construction works as well 
~” as to examine books and documents and demand information 
) which must be supplied within 14 days relating to the business 
of the company. He might also require any information 
furnished to be verified on oath by such Directors, Managers or 
other principal officers as thought fit by him. He had also the 
power to prohibit any action of the company which in his opinion 
was contrary 4o-the provisiOns, meaning and working of the 
Act or the agreement, ordef the company to take any action and 
direct it to renew or repair its plant or machinery.’ 

In case of default on the part of a borrowing company, 
the Treasurer shou'd give notice in the Government Gazette 
and in some other newspapers circulating in the neighbourhood 

« of the undertaking of his intention to enforce compliance with 
the provisions of this Act. In the event of the default continuing 
even after the expiration of 14 days from the date of such notice, 

E the Treasurer would appoint some person on his behalf to enter 
into full and absolute possession of the undertaking and the 
works and all other property of the company, and also to manage 
and conduct the working of the same, would appoint necessary 
managers, officers and servants and continue in such possession 
so long as the default continued. Such person appointed by the 
Treasurer would not only exercise some or all of the powers 
possessed by the Directors, ete., but also if directed by the 
Treasurer wou'd cause the undertaking, the works and other 
property to be sold by public auction or tender or private contract 
and the moneys thus realised should in the first place be applied 
towards extinguishing any existing liabilities of the company to 
the Treasurer.” | 

In addition to the usual payments to be made to the 
Treasurer, any company receiving an advance under the Act 
should also pay every year such sums as would be deemed 

State carrying out is Act Or any 
* — — y agreement entered 
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~The unpaid amount of any advance or any portion thereof 


poi with interest remain- a first charge on the undertaking, 





works, and property and the profits, assets and uncalled 
capital of the company. No profits, dividends or bonuses could 
be divided among shareholders of the company in any year until 
all amounts previously due and payable pursuant to the Act had 
already been paid to the Treasurer.’ 

Any company which obtained a loan under the Act might 

with the Minister's consent enter into an agreement with the 
Board of Land and Works to have any works in connection with 
the undertaking erected and equipped by the said nena. at its 
own expense.’ 
All liabilities of the company to the —— should be a 
crown debt and all payments and remedies, therefore, would be 
enforced in the name of His Majesty against the company and 
its assets in priority to all other persons." 

The Primary Products Advances Acts of 1919 and 1920 
have since been repealed and the powers conferred under them 
have been vested in the State Savings Bank Commissioners of 
Victoria. According to the State Savings Bank Act of 1928 
the business of the Commissioners is to be carried on in two 

and distinct departments—the State Savings Bank 
Department and the Credit Foncier Department. In the 
Foncier Department the Commissioners have been empowered 
to issue from time to time debentures payable to bearer for the 

of making advances or loans and providing dwelling 
houses." The duc payment of all debentures and of credit 
foncier debenture stock and of all interest thereon has been 
guaranteed by the Government of Victoria. The total sum for 
which debentures and debenture stock may be outstanding and 
unredeemed has been limited to £29 million.” The loans may 
be granted to :— 


(1) companies for undertakings dealing with certain primary 
products,’ 


' The Primary Producte Advances Act, 1019, Section 1 
2 Section 16, 
* Section 14. 
* Sources : Leiter to the writ@ from the Director of Finance “tate Treasury, 
Melbourne, dated the 24th April, 1934, in which be replicd to a questionnaire. Letter 
to the writerm-from the Director of Agriculture. Victoria, date! the à March, 10%4 
be : An Act to consolidate the Taw relating to the State Saving» Bank of Australa 
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(2) companies in connection with certain industries in 
country districts,’ 

(3) companies for *' stores.” * ” 

As regards the loans to be granted for undertakings dealing 
with certain primary products, the main provisions of the 
Primary Products Advances Acts of 1919 and 1920, have been 
embodied with slight modifications in the State Savings Act of 
1928. All the powers of the State Treasurer in the original 
Acts have been transferred to the Savings Bank Commissioners. 
Among the provisions applying to a company*which has received 
loans, there is found to be an additional sub-section that shares 
in the company must. not be transferred without the previous 
consent in writing of the Commissioners. All transfer of shares 
in contravention of this proviso will be null and void. 

In the case of any loan granted to a company by the 
Treasurer of Victoria under the Primary Products Advances 
Acts of 1919 and 1920, previously in force, the said Treasurer, 
notwithstanding the repeal of any such Act, may advance any 
instalment of such loan and may-grant further loans to such 
company pursuant to the provisions of the Acts under which 
the original loan was granted and, until the original loan and all 
such further loans are with interest repaid in full, may exercise 
all powers given by the Acts applicable to the circumstances of 
the particular case and may by agreement with the Commissioners 
arrange for the receipt, collection and recovery by the 
Commissioners for and on behalf of himself of all repayments 
with interest thereon and of any other moneys due and owing to 
him in connection with the loan. For the purpose of carrying 
any such agreement into effect, the Commissioners may demand 
and receive from any company or person all moneys including 
repayments with interest thereon due and owing to the said 
Treasurer. Whenever such moneys remain unpaid, the 
Commissioners. may “‘ commence and prosecute all necessary 
and lawful powers, remedies, actions, proceedings, means for 
the recovery and getting in of the same to the same extent in 
all respects as the said Treasurer would have been authorised 
or entitled to do if such agreement had not been’ entered into.” 
The Treasurer and the Commissioners have both been empowered 
to waive the rights to enforce against the stock-in-trade and 
t Division 5, Sections 98-110. 

3 Division 6* Sections 11-15. 
3 Btate.Saviggs Bank Act of 1928, Section 114 (1) and (3), 
w: é = 


P 
* >. > À 
: E | e 
* n 4 
5 À: — N ` 
8 > 4 è d — — J — > = a — 








+i 


questionnaire, 





* o RA 


- l STATE-AID TO INDUSTRY ABROAD $ 299 


uncalled capital of the company. any claim in respect of a loan 
or a charge created by the Acts." l 

The loans granted under the Primary Products Advances 
Acts of 1919 and 1920 up to 30th June, 1933, amounted to 
£331,154-10-2. These loans were granted on terms from 
5 to 10 years, the average period being 10 years.” The loans 
were distributed among various Companies as follows * :— 





£ s. č d. 
(a) 8&8 Meat Freezing Companies „. 2,61,090 5 0 
(b) 2 Bacon Curing Companies * 35,500 0 0 
(c) 1 Butter Gool Storage Company << 10000 1602 
(d) 2 Fruit Processing Companies r = 22,564 6 3 « 





Total ... 3,31,154 10 2 


| The rates of interest varied from 5}% to 7%. From Ist 
July, 1932, rates of interest exceeding 5% were reduced to 5% 
for a period of three years. 

As regards the question whether the working of the Acts 
has been successful, the Director of Finance in replying to our 
questionnaire wrote to us: ‘‘ Whilst the aid given by the 
State has a certain economic value, the working of the Acts 
from the point of view of Government finances has not been 
very satisfactory.""* The total amount outstanding on 30th 
June, 1933, was £258,890-4-3 made up of as follows * :— 


£ s. d, 
1. Interest N EN mip 73,101 8 0 
2. Redemption ..- 1,26,194 15 10 


5. Interest penalty for late — ag instalment 59.50 0 & 


Total ... 2,58,890 4 3 


IIT. The State of South Australia * 


Another instance of post-war legislation providing for 
State financial aid to industry is found in South Australia. A 


1! Mate Savings Bank Act of 1928, Section 115. 

$ Source: Leiler to the writer from the Director of Finance, State Treasury 
Melbourne, dated the 28th April, 1934. 

* Finance Statement, 1992-33, p. 141. 

4 Source: Letter to the writer from the Director of Finance, op. cif. 

ance Statement, 1982-83, p. 141. 

* AN the State documents used in the preparation of this section were obtained 

irom the Hon'ble Minister of Agriculture, South Australia, who also replied to a detailed 












-= 
eN 














E 4 eo å > 
"> h à . ` « — P "a 
=, A Lan TA F a. . — * — J * F -_> 
— S. —— — a 24 "a fre A 
O — ; + — 
INDUSTRIAL FINANCE IN INDIA’ ———— 







EA] * 
“si ee eis ot ee | — — — 
“ Loans to Producers Act '’ was first passed in 1917 which was 
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subsequently amended in 1919, 1921, 1922, 1924, 1925 and 1926. 
‘Finally in 1927 all these Acts were repealed and a consolidated 


Act entitled the *‘ Loans to Producers Act, 1927 ° was passed 
by the South Australian Government. By the original ‘** Loans 
to Producers Act (No. 1312)’ of 1917 a Loans to Producers 
Board consisting of the Secretary to the Minister of Agriculture, 
the Director of Agriculture, the Agricultural Inspector, the 
General Manager, Produce Department and Under-Treasurer 
was appointed to deal with and report upon applications for 
assistance under the Act. Since the establishment of the State 
Bank of South Australia in 1925 the administration of the 
Loans to Producers Acts has been handed over to the Bank and 
all applications for loans have to be made to it. The Regulations 
made under the Loans to Producers Acts (1917-26) empowered 
the Bank to make loans on prescribed security to two classes of 
borrowers: (a) Co-operative Societies, registered under the 
Industrial and Provident Societies Act of 1864 or of 1923, 
engaged or about to engage in rural production, and (b) 
Landholders.*. The object was the encouragement of rural 
production and effective land settlement. All applications for 
loans under the Act by Co-operative Societies, or Landholders 
should be made in their respective prescribed forms. ‘These 
applications were to be supported by a statutory declaration by 
the Secretaries to the Co-operative Societies and the Landholders 
themselves.* Any deed, certificate of title, lease, agreement or 
other document which might be required by the Bank would 
have to be produced free of charge by the applicant. 

The Bank was empowered by the Act to grant loans for the 
following purposes * :— 


(a) the erection of cool stores, 

(b) the erection of factories for jam making and for 
canning, drying or otherwise preserving fruit or 
vegetables, 

(c) the erection of fruit-packing sheds, 

(d) the erection or purchase of butter, cheese or bacon 
factories, 


i Regulation No, 7, « 
2 Regulations 2 and 4, 
2 Regulation 6. : 
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mee. J - (e) the purchase of fruit-grading machinery, 


[= Bi. = (f) the erection of silos, 
—— (g) the erection or purchase of any shop or market for 
ky the sale of any rural products, 


z (h) the sale, whether by wholesale or retail or the 
PPA preparation for sale, of any rural products, 
(j) clearing scrub or timber on land held under lease or 
- agreement from the Crown, 

(k) fallowing land held under lease or agreement from the 
Crown, 

(l) the erection of wineries or distilleries, 

(m) the making of additions to such cool store, factory, 
shed, machinery, silo, shop, market, winery, 
distillery, irrigation plant, barn or shed, 

(n) the repayment of any loan (not being a loan under 
the Act) raised or used for purposes similar to (a)-(k), 


(o) the installation of irrigation plants, : 
(p) the purchase of any cool stores, factory, shed or other 
building, 
à (q) the erection of barns or sheds for the curing or 
* treatment of tobacco. 


T- The purposes for which loans might be made under the 
_ Act were divided into Class A and Class B. Class A loans 
A might be made to co-operative societies only and included (a), 
4 (b), (c), (d), (e), (g), (h), (D, (m), (n), (p), and (q). Class B 
loans, which included the purposes set out in (f), (j), (k) and 

(o), might be made only to land-owners.' 
The period of Class A loans was fixed at 18} years unless 
r otherwise determined by the Bank. For the first six months 
of the currency of the loan, interest at the prescribed rate 
ould be paid and the repayment of the principal money and 
E interest accruing thereon should be made in 36 equal 
semi-annual payments, the first of which would fall due on the 
first day of the 13th calendar month from the making of the 
2 loan. Of Class B loans, those for the purposes of (f) and (o) 
A should be for 12 years. As regards the former, for the first 
ix months of the currency of the loan interest at the prescribed 
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rate should be paid and the repayment of the principal money 
and the interest accruing thereon should be made in 14 equal 
half-yearly payments. As for the latter, interest on the loan 
should be payable half-yearly for the first two years of the 
currency of the loan and repayment of the principal money 
and the interest accruing thereon should be made in 20 equal 
half-yearly instalments.” 

Every loan to a Co-operative Society should be secured 
by a mortgage over the estate and interest of the Society in any 
land or the building thereon and the Society should, if the Bank 
so requests, in addition to giving a mortgage, grant a bill of 
sale or debentures over all such goods and chattels or other 
assets of the Society as the Bank might require. The Bank's 
guarantee of a Co-operative Society’s overdraft as well as the 
loan to a land holder should be similarly secured.” 

All applications for the loans should pay the cost, wholly or 
in part, of any inspection of land or building in respect to 
which the application for the loan has been made. They should 
also bear the expenses of registration of any mortgage, debenture 
or other security.’ 

During 1922 to 1925 when the administration of the 
Acts was made over to the State Bank, the Cabinet, on the 
recommendations of the Loans to Producers Board, granted 
loans to 15 Co-operative Societies amounting to £141,640. The 
loans were distributed among these Societies as follows * :— 


£ 
8 Co-operative Fruit-packing Societies 39,076 
4 Co-operative Cheese Factories 5,028 
2 Co-operative Distilleries 94,536 
1 Producers’ Marketing Society 9,000 


The purposes for which the loans were advanced were for 
purchase of plant and machinery, erection of cool stores and 
packing and grading sheds, building of factories and even 
addition to rooms. Under the provisions of the amended Act 
of 1924, overdrafts of several Co-operative Societies were 


_ * The data are obtained from the list of various concerns assisted yonr b ns 
Kiven in the Reporth of the Minister of Agriculture, for the yeara 1922 (p. 8), 1023 p 9). 
19A (p. 8), apd 1998 (p, B) O — — 

“See . | tae 2 tenn, oben BS 7 ie 





STATE-AID TO INDUSTRY ABROAD 233 


guaranteed. The actual overdraft on June 30, 1925, was 
£10,293-7-0 and the amount of guarantee £24,500." 

The Loans to Producers Act, 1927, was passed to consolidate 
the acts of 1917 to 1926. The same provisions for securing 
the loans as in the original Acts have been made in the new 
Act.” The Loan to Producers fund which was first created 
under the Act of 1917 has been continued under the consolidating 
Act. The Treasurer sets apart to the credit of this fund such 
loan moneys as are to be provided from time to time by 
Parliament for the purpose, but not exceeding £10,000 in any 
one financial year.” All sums received by the Bank in 
repayment of loans are paid to the Treasurer and form part of 
it. The Bank has been empowered to make loans out of this 
fund to Co-operative Societies and Landholders for nearly the 
same purpose as before." The guarantee of the repayment of 
advances by another bank to a Co-operative Society in the form 


of an overdraft has also been provided for.” In case the loans 


are not carefully or economically spent, the Bank may stop 
payments of the instalments and may immediately recall the 
entire amount lent." If a loan under the terms of the Act 
remains unpaid for 3 months after it has become due for 
payment, the Bank may enter upon and take possession of the 
land upon the security of which the loan has been made and 
may sell the estate or interest of the Co-operative Society or 
Landholder by private sale or private tender or auction. The 
sale proceeds should in the first instance be devoted towards the 
repayment of all dues to the Bank including expenses incurred 
by it in relation to the sale and the balance will then be paid 
to the owners.” The failure to pay interest within a notified 
period after due date for repayment should be penalised by the 
Treasurer charging a higher rate than the usual one. The 
penalty rate will come into force on the fourteenth day after the 
date of the Government Gazette in which it is published." 


t! Report of the Minister of Agriculture, South Australia, for the year ended 30th 
June, 1925, p. 8. 

2 The Loans to Producers Act, 1927 (No. 1802 of 1927), Section 8. 

8 The Loans to Producers Act, 1927, Sec. 4 (1) and (2) 

4 The Loans to Producers Act, 1927, Sec. 5 (1) and (3). 

§ Sec. 18 (1). 

® Sec. O (1). 

t Sec, 13 (1) and (32). 

® Sec. © (3). 
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- As already noted, the State Bank of South Australia has 
been administering the Loans to Producers Act since 1925. 
Up to 1932 financial assistance was granted to 22 Co-operative 
Societies as follows * :— 


5 Wineries and Distilleries. 4 Butter and Cheese factories. 
7 Fruit-packing sheds. 1 Producers’ Marketing Society. 
4 Cool stores. 1 Tobacco Barn. 


The loans have usually been granted up to 75% to 80% of 
the value of the security submitted. According to the Report of 
the Board of Management of the State Bank of South Australia, 
1932, operations under the Acts were confined during the year 
to the matter of granting advances for the purpose of enabling 
settlers on the West Coast to clear land on their holdings. 
Loans were approved to 19 applicants covering an area to be 
treated of 4,670 acres and involving the sum of £2,307-10-0. 
Up to the 30th June, 1932, the sum of £44,364-11-5 was 
advanced for the above-mentioned purpose. There were 340 
accounts open’on the books and the balance outstanding on that 
date amounted to £227,223-18-1.* 

As regards the financial position and financial records of 
the various Co-operative Societies to which loans were made 
under the Act, a number of them, it must be pointed out, fell 
into difficulties. During 1924 the Blackwood Fruit Producers’ 
Co-operative Society defaulted in respect to the payment of 
interest on the loan granted to it * and continued to be unable 
to meet its principal repayments during the next year. The 
Minister agreed to defer the commencing date for repayment of 
principal, provided the Society put in new plant to reduce its 
heavy working expenses which were largely responsible for its 
difficulties. Another Society, the Springs Co-operative Cheese 
Company, became involved in serious financial difficulties and 
had to go into liquidation in the year 1925. According to a 
Report of the Minister of Agriculture, a great deal of the 
difficulties experienced by the borrowing concerns was due to 


* Source: Letter to the writer from the H thi 
Australia, dated the 11th December, 1933, on'ble Minister of Agriculture, South 


* Report of the Board of Management of the Stat : | = 
30th June, 1932, p, 5. he State Bank of South Australia for 

~ > Report of the Minister of Agriculture Me Ss es | 

Bh June, 1924, p, 9. , South Australia, for the year ended 
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the failure to keep proper books and to the employment of 
unqualified auditors to audit the books." In 1925 a provision 
was included in all mortgages under the ** Loans to Producers 
Act” that within 30 days after the end of each financial year 
of the Society, a duly certified and audited statement by a 


public accountant, approved by the Minister and in such form as 





might be required by him, should be submitted by the Society. 
ith the object of building up cash reserve funds, provision 
was also made for the Societies to set aside annually a sum 
equal to 1% of the loan which amount would have to be 

expended in a manner directed by the Minister. The money 
ERETI remain the property of the Society but could not be 
expended except with the Minister's consent, the object being to 
build up a fund from which any unusual renewals or slight 
extensions to the building or plant could be effected when the 
ordinary funds at the disposal of the Company were inadequate 
for the purpose. A further provision to the effect that the books 
should be kept in accordance with the instructions of the 
Minister would, the Government believed, doubtless lead to 
better protection of its interests. . 

The general position from the financial — of the 
‘operations under the Act on 30th June, 1925, is indicated in the 
following eee submitted by the Chairman, Loans to 
— Board * 








| £ s. d., 

t E Amount advanced up to 30th June, 1925 ... 124,975 17 3 
ota Repayment of Principal x * 575 18 0 
X Arroars of Principal TA fas 797 16 6 
Amount of Interest paid $ a 6,819 5 10 

— Arrears of Interest * * 958 7 6 
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cae > The revenue account as given in the Report of the State 


oan | 
' Ba ik of South Australia shows operations under Loans to 
Prodi acers Acts since commencement to 30th June, 1932 * :— 


EP: 
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4} Reg Mini riculture., South Australia, for the year ended 
FES l Report of the Minister of Ag 


ad * 1925, p- 8. 
a: ep of the Minister of Agriculture, Seuth Australia, for th 


19% 8. 
IPEA Management, State Bank of South Australia, for the year ended 
J Sg 992, p. 16. 


e year ended 
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£ se & £ s. d. 
To interest charged by 77,107 3 6 By interest receivable 86,040 8 6 
H. M. Treasury. 
Interest written off .. 9,818 5 10 
Administrativo expenses ... 3,692 9 9 
Flotation charges written off 651 19 6 
Surplus e ... 2287 9 6 Rent Account * 16 9 5° 
£ 86,057 7 11 £ 86,057 711 


As regards the question whether the working of the Acts 
has been successful, we can do no better than quote the following 
lines from a letter to the present writer from the Secretary to 

the Minister of Agriculture :— 

‘* Although losses have been incurred through certain 
co-operative societies going into liquidation, the rural producer 
has been considerably benefited from the establishment of the 
co-operative societies.” * 


IV. Spain * 
Spain offers an outstanding example of a European country 

which enacted in the post-war years a most elaborate piece of 

w legislation for state-aid to industries. On April 30, 1924, 
a Royal Decree as to state assistance for industry was passed 
replacing a similar law of 2nd March, 1917, which had ceased to 
operate on 3lst December, 1922.° The industries to be assisted 
under the terms of the Decree were all agricultural and stock- 
raising industries, mining, steel and metal works, factories, 
industries for constructing buildings and for making railway 
material, hydro-electric and _ electro-thermic works and all 

ie subsidiary industries. The Decree empowered the Government 
to grant assistance for the purpose of aiding in the creation of 

new industries and the development of those already existing. 
Applications for such assistance were to be made during a period 


1! Letter from the Secretary to the Minister of Agri ture to th > 
the llth December, 1933. eric © writer, dated 
2 The writer approached the Consul for Spain in India bay — 
Britannic Majesty's Consul in Barcelona for information relatir —— * His 
the Royal Decree as to state-aid for industry in Spain, es ie 


All the inform | 
i possible to secure has | iad 7 ormation tbat it haa 
5 Seo Report of the Committee on Indus 
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of 3 years from 2nd May, 1924, the period to be extended for 
further 3 years on the recommendation of competent authorities. 
According to the provisions of the Decree, the following 
industries were entitled to benefits under the Decree: (a) new 
industries, i.e., industries which had for their principal object 
the supply of Spanish natural products and which were as yet 
on-existent or not fully developed, (b) existing industries 
whose production was sufficient in quantity or quality to supply 
the normal demand in the country, (c) industries whose surplus 
production was exported. Industries connected with national 
defence were to receive preferential consideration. 
The applicants must be Spanish firms and must comply with 
the following rules :— 


(1) In the case of limited liability companies one-third of 
the Board of Directors might be foreigners, but in the case of a 
sole trader, he must be of Spanish nationality as also the 
Managers and Directors . No foreigner might be President of 
the Board or Managing Director. 


(2) 75% of the capital must be owned by Spaniards 
whatever the constitution of the firm or organisation. 

(3) 80% of the office-staff and workman must be of 
Spanish nationality. During the first three years employment of 
foreigners would be permitted in the following proportions: 7 5% 
during the first' year, 50%durnig the second and 30% during 
the third. 

(4) The fuel, material and fittings used in the installation 
and the articles employed by the protected industry must be of 


‘national production excepting when they had to be acquired 


abroad for technical reasons or owing to a difference in cost 
exceeding 15% or on account of proved urgency or when 
production in Spain was insufficient to meet the requirements 
of the country. 

| The state-aid furnished under the Decree was to take the 
form of (a) privileges, concessions or other advantages without 
direct economic assistance, or (b) loans made in conjunction 
with the Banco de Credito Industrial. 

These benefits were to apply to new industries and existing 
industries where production was insufficient to meet the normal 


demand in the country. New industries might be given a 


guarantee of minimum interest on the capital invested in 


them, but then a loan would not be guaranteed in_ addition. 
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Loans under the Decree were to be effected through the 


Banco de Credito Industrial for periods up to 15 years. The 
total amount lent was not to exceed 150 million pesetas. 


In order to favour the establishment of large industries for 
which the aove provisions did not provide sufficient inducement, 
a state ERY, of interest might be granted. This guarantee 
was only to be available for enterprises considered to be of 
national importance. The rate of interest provided was 5%. 
The guarantee was applicable solely to capital issued and paid up 
and would cover a period not exceeding 8 years. The maximum 
_ sum allotted for this class of payment was 10 million pesetas per 

annum. In the case of large industries of national importance 
«the capital on which interest was guaranteed might be composed 
of shares and debentures to the extent of one-half of the total 
and only 25% of these shares and debentures could be transferred 
abroad. An industry protected by a State guarantee of interest 
which was in a position to pay over 6% dividend on its shares 
must surrender half the profits earned in excess of this dividend 
to the State. . 

It was a condition of any concession that the position of the 
applicant industry should be declared and methods of works and 
machinery must be of modern character. In the case of a new 
industry an exclusive grant of assistance might be made for 
5 years but the concession would be withdrawn if other firms in 
the same industry introduced more advanced processes or accepted 
less protection. 


The Decree further stipulated that state-aid should not be 
given to any industry if that industry was thereby enabled to 
compete with a similar pre-existing industry, and provided 
that petitions might be submitted to the competent department 
by the industry likely to be prejudiced; but such protest must 

= be accompanied by proofs that the complainant enterprise was 
being developed on modern lines. 

The Banco de Credito Industrial, founded by the State in 
1920 with a capital of £3,750,000, was used under the provisions 
of this legislation for furnishing long-term loans to industry 
for such purposes as installation of plant and machinery, erection 
of factory, ete. Of every such loan advanced, the State 

‘ contributed 80% and the Bank 20%. The necessary funds were 
obtained by issuing bonds up to a maximum of 150,000,000 
pesetas. It has been estimated that up to 1933 such long-term 
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loans made to industry totalled 100 million pesetas.* But the 
policy of state assistance did not prove to be much attractive to 
the industrial borrowers of Spain. The private banks there 
appeared to offer less onerous terms for their loans. There 
was, further, an elaborate process of reference to various 
Government departments to which every loan was ‘subject, and 
applications had often to await sanction for as g as a year. 
All this served to keep away many would-be borrowers of the 
Bank from taking advantage of the opportunities and the Bank 
unfortunately failed to realise the high hopes entertained of 
it. , 





V. Japan 


The history of state-aid to industry cannot be claimed 
to have been particularly happy in the Western countries. 
Expectations were not fulfilled; financial results were seldom 
satisfactory; and the experiment in several cases had to be 
abandoned. But although state-aid was not very successful 
in the West, there was at least one country in the East where 
glorious results were achieved. There was perhaps no country 
in the world, where a more active policy of state-aid to industry 
had been pursued than in Japan; and there was no country in the 
world where state-aid had produced such a rich harvest of 
results. It is difficult to account for the complete success of the 
policy of state-aid in an Eastern country: whilst it was a 
comparative failure in the West. Important psychological fac- 
tors were probably at the root of the matter. Peculiar Eastern 
traditions, the people's lack of initiative, their extreme depen- 
dence upon the Government in every sphere of life, their habit 
of looking up to the Government for the solution of every diffi- 
culty—all these must have favoured the success of the policy of 
state-aid in an Eastern country like Japan. The country 
ranked amongst the foremost industrial nations of the world. 
Within a surprisingly brief period she had turned herself from a 
backward agricultural country into one of the most industrially 
advanced countries in the world. This amazing industrial progress 


of the country had, to a considerable extent, been due to the active 
` 


1 The Banking Sytem of Spain ""—an article by H. L. Dark in The Banker, 
June, 1939, p. 169. 











must be frankly recognized that it was the active Government 
participation which had made possible the greater part of Japan's 
industrial progress. From the earliest times the Government 
had taken ap active part in the industrialization of the country. 


The Government had to take the lead; it could not do otherwise. 


The supply of capital was hopelessly inadequate for the new 


forms of production and for the material equipment of the 


country. The merchant and industrial classes were incapable 
of the great task before them. Hence the Government stepped 
in to take upon itself the task of shaping and initiating the 
industrial advance of the country. = 

‘* It decided itself what enterprise should be inaugurated, 
it established itself or furnished the capital for thefr establish- 
ment by private companies; it encouraged technical and scienti- 


fic training, it imported instructors from abroad.’"* The Gov- 


ernment maintained that initiative even to the present times. 
Tt was not able to withdraw from industry and continued 
to introduce ahd support new industries and assist old ones in 
difficulties. It extended its aid to the national industries: very 
liberally and in various ways. Besides assisting industry 
indirectly by controlling tariffs, ete., it actively assisted it 
directly by granting loans and subsidies. Not only infant 
but also old and well-established industries received Govern- 
ment help in this manner. Advances were made to the indus- 
tries, either direct or through banks. As will be seen in a later 
chapter the Government from time to time advanced consi- 
derable sums to the Industrial Bank for assisting industries in 
need of finance. As early as 1898 the Government placed 5 mil- 
lion yen at the disposal of the Hypothee Bank for the purpose of 
making loans to industrial undertakings. In 1913 the Govern- 
ment advanced to the Industrial Bank 1,35,00,000 yen through 
the Bank of Japan and the Yokohama Specie Bank. Besides the 
loans, private enterprises were often protected by guarantee- 
ing profits. Small industries were also not neglected. ‘Phe annual 
budget regularly included items for the encouragement of small 
ane wee From 1928 onwards the Government made to them 


* John and Dorothy Orchard. The New Economic Position of Japan (1990), p. 79. 
_* Report of the Committee of Industry and Trade—Survey a the Overseas Market, 
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speated advances at low interest through special banks or through — 
provincial public bodies.’ | 
Coming to specific industries we find that the shipbuilding 
industry was one of the most important industries to receive Gov- 
ernment assistance from early time of the modern«period. The 
policy of subsidising followed under the provisions of the Ship- 
- building Encouragement Act of 1896 and the Navigation, En- 
ement Amendment Act of 1899 was to a great extent 
x —— for the rapid development of that industry. Between 


+% 
ors 





1896 and 1915 the subsidy paid by the Government under the 
Acts amounted t6 2,27,57,495 yen. During that period the total 
$ tonnage of Japanese ships increased by 1,30,000 tons, an increase 

= ~ of 57.3% as compared with the year when the latter Act was — 
; . This«rapid increase might not be wholly due to the Act 
—— rstood that this high record would not have been 
blished without the subsidy.” The development of the 
-Japanese Merchant Marine was also due to the large measure 
`. of financial assistance from the State. During 1902 to 1926, a 
total of 297 million yen was paid out to various shipping com- 
panies in the form of bounties and subsidies.” Without the 
Government assistance Japanese shipping would not have been 
able to make the progress it had made and could have been 
operated only at a loss to the owners. In more recent times it 

was reported that the Japanese Government was considering a 
scheme, put forward by the Minister of Communications, under 
which a subsidy amounting to 10 million yen (£10,00,000 at 
par) to be spread over three years would be paid to shipping firms. 
s — The money was to be raised by the issue of bonds. The pro- 
posal amounted to the granting of a subsidy of £4 per 
gross ton of 2,50,000 tons of new shipping on the condition 
that 5,00,000 tons of ships over 35 years old were simultaneous'y 

scrapped. 

° The Iron and Steel Industry-also owed its expansion to the 
liberal assistance of the Government from the very beginning. 
Without the liberal use of the Government funds in the earlier 

} and its continued assistance since, Japan could have no 
— iron and steel industry to-day.* 

s i Japanese Trade and Indusiry, Present and Future (Mitsubishi Economie Heecer 
3 Bureau), p. 427. 

A 2 8. Uyechora, The Trade and Industry of Japan, p 185 

3 Financial and Economie Anual of Japan (1900-25) 

-  € Tn 109, the Japan Iron Manufacturing Co.. was formed with th 
. Government as the result of a vast amalgamation of iron and nieo concern 
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— regards the “manufacturing industries, it is the same 

story. The Government pioneered a large number of important 

enterprises and liberally assisted others. It established the first 

| chemical works, the first arsenal, the first glass factory, the first silk 

filature. At one time or another the Government established 

or operated cotton and wool spinning mills, cement, brick, soap 

and porcelain works, food factories and so on.’ In recent years: 4 

the aircrafts industry received a large amount of assistance © 
from the State. The Dye Stuff industry was also liberally > 
subsidized. The Osaka Dye Stuffs industry (established 

1915), for instance, reéeived up to 1927 a sum of 75,00,000 yen 

in subsidies and bounties from the Government.’ Subsidies 

were also granted for the development of a pieh, ar other ~ ` 











$ 


“ key “° industries, such as manufacture of sod h, artificial 
indigo, etc.” Indeed it will be no exaggeration tc Siy that 
modern Japanese industry owes its development mainly to 4 
efforts and encouragement of a highly paternalistic Cent 

- Government. x — en 








"P i Conclusions 


From tħe survey of the policy of State-aid pursued tf ipan T 
and in the various Native States, it is clear that it may be * 
operated in such a manner as to be not only financially successful 
but also to promote the industrial development of the country. 
It is only necessary that a piecemeal haphazard policy should be 
avoided and a comprehensive, well-balanced and caref ully thought- 
— out plan should be adopted in rendering state-aid to industry, 
There is no reason why such a policy should not be successful in 
India. It has achieved brilliant results in Japan. The results 
have been less spectacular in the Native States but none the less - 
they have been in the majority of cases quite satisfactory. and the 
object has been fulfilled. Before rejecting the principle of 
State-aid for Indian industries, it should, in our opinion, be 
given a fair trial once more. 
The principle of State-aid to industry has been finding 
increasing favour ever since the First Great War. More recently 
in these days of economic planning, the State in every civilised 
couptry of the world has come to dominate trade and industry in 


3 John and Dorothy Orchard, The New Economic Position of Ja 
* #4 i 5 (920), E- * 
2° Present-Day Japan "'—Asahi, English Supptoment, 1929, pp. 118, 191. f 
——— -~ >” Japanese Trade and Industry, Present and Future (Mitsubishi Economic Research 
T Bureau), p- 47. * | 
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~*~ a manner which could have never been thought possible a few 
years ago. The death-knell of laissez-faire has already been 
sounded and there is no chance of its ever being resusciated. It 
has been frankly recognised that it would be the height of 
indiscretion for a country to stand idly by when its industries may 
be going to the wall on account of the competition of state-aided 


industries elsewhere. Even England herself, the greatest 
a stronghold of laissez-faire, has had to break away from her 


-~ x» ‘traditional policy. 
* While advocating the principle of state-aid to industry in 
India} the folowing theoretical considérations should be urged. 


> State assistance to industry whether financial or otherwise should 
“= never we permanent. The guiding principle should always be 

to furnish aid temporarily for an experimental period or for 
maiyitaining. established industry over a period of stress. The 

«period for which an established industry requires state-aid will 

ry from industry to industry. Generally speaking, ten years 

— ma taken to be a period sufficient for an industry to develop «© 

| itself properly and to stand alone without the artificial prop of 

State assistance. The ultimare withdrawal of the assistance 

È shoud always be aimed at. Very strong financial and economic 

| grounds are needed to justify a policy of State-aid for a more or 

E less indefinite period. 

. It has already been emphasised that instead of rendering 
financial assistance to Indian industries through the Departments 
of Industries, State-aid should be furnished through a Bank. 
The Industrial Bank of Japan and the various Agricultural and 

œ~ Industrial Banks have been utilised with remarkable success by 

the Government of Japan in this respect. The inspiration for 
direct legislation under which State-aid may be furnished to 

Indian industry was obtained by the Provincial Governments 

chiefly’ from Columbia, Victoria, and South Australia. Laws 

closely analogous to the State-aid to Industries Acts in India have 
been shown to have been prevalent there long before any of the 

Provincial Governments here contemplated the passing of any 

such legislation. It is interesting to note that in Victoria and 

South Australia the administration of the Acts providing for 

State assistance to industry was handed over to banks after the 

first few years of experiment. Our argument for granting State- 

aid through a banking institution is reinforced by the recent 
policies of the Governments of these countries. 
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CHAPTER IX 


SPECIALIST INSTITUTIONS Fou INDUSTRIAL FInancinc— 
THE INDUSTRIAL BANK OF JAPAN e7 


The question of establishing specialist institutions for provid- 
ing industrial finance has in recent years received a great.deal of | 
attention in several countries. The need of filling the gap in = 
the existing financial machinery by forming a special organisation 
is being increasingly perceived, and wherever industries have been 
unable to satisfy their long-term financial*needs from the existing 
sources, the desirability of starting a special institution to cater 
for such requirements has been recognised. A number of 
countries in the years after the First Great War set up such — 
machineries specially designed to furnish long-term finañce to * 
their „industries. In more recent years several other countries 
have already organised or are contemplating the organisation of 
specialist institutions for the same purpose. The question of 
forming special machineries for supplying long-term finance to 
Indian industries has been before the country for more than two 
decades. It has engaged the earnest attention of our economists 
and publicists ever since the Indian Industrial Commission 
recommended the establishment of “ industrial banks '* in 1918. 
The formation of specialist institutions for solving the problem of 
industrial finance was also recommended by the External Capital ~ 
Committee in 1924, and again by the Banking Enquiry Com- 
mittees, Central and Provincial, in 1980-31. A detailed study 
of the work which has been done abroad as regards the organisation 
of industrial credit will at the present moment prove to be not 
only of absorbing interest but also highly instructive. A review 
of the basis on which institutions specially designed for financing 
industries have worked elsewhere and of their activities and 
achievements will undoubtedly be a fruitful line of research. Tt 
will materially assist us in the solution of the problems arising in 
connection with the organisation of industrial finance in Tndia 
and will help us to lay down the broad lines on which a scheme for 
the future Indian institution for solving the problem of industrial 
finance may be formulated. Particularly at a time when the 
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* 
machinery for financing industrial reconstruction after the second 
World War is beginning to take shape not only in India but also 
elsewhere, it will be fascinating to sketch out the rôle played by 
such institutions in the industrial regeneration of their respective 
countries in the years after World War I. 

It may also be recal'ed that the history of state-aid to industry 

_in the various provinces of India has been singularly unhappy. 
The question has, therefore, been frequently canvassed that if 

any financial assistance is to be rendered to industries by the 
_ State, it should be done through a special ** industrial bank,” 
and the-administration of the State-aid to Industries Acts should 

“be handed over to such institutions. From the study we are 

~ going to make of these specialist institutions working abroad, it 
will also be possible for us to gather how far their machineries 
have been successfully utilised by the Governments of those 
countries for rendering financial assistance to their industries. 

_ For all these considerations, a detailed review of the structure, 
Organisation @nd operations of specialist institutions that have 

* been started elsewhere to solve the problem of industrial finance 
is urgently called for. 

Before we turn to review the working of the specialist 
institutions established’ for the provision of industrial finance, 
it is necessary to dispel some illusions regarding the industrial 
financing activities of the German banks. It is commonly believed 
that the German banks are specialist institutions catering for the 
long-term financial needs of German industry. This notion is 
entirely misleading. ‘They were never specifically designed for 
financing industries. The truth is that at one stage of their 

evolution they had combined commercial with investment 
banking business. In the post-war years, as already noted, there 
was an increasing tendency on their part to shed their investment 
banking activities and approximate to the pre-war deposit banks 
of England. Under the circumstances, it will not be correct to 
refer to these German banks as specialist institutions devoted to 
the financing of industries. 

The earliest instiutions that were ever started with the 


particular object of industrial financing were the Socicte-General 
de Belgique founded in Belgium in 1822 and the famous Credit 
Mobilier founded in France in 1852. It was intended that thes 
should devote themselves specially to the development of 7 
They were the pioneers in the field of industrial financing, the 


forerunners of all later industrial banking. 
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The characterietió activities of the Societe-General consisted 
in the promotion of new industrial companies, in the establish- 
ment of financial subsidiaries to hold the shares of these companies 
and in also taking up itself considerable amounts of these 
shares. The necessary funds for the operations were obtained by 
the Bank from (1) its own paid-up share capital and (2) savings 
bank deposits as well as (3) by the issue of fixed interest bearing 
debentures and notes payable on demand. ‘The Bank promoted 
companies for opening up coal fields and for the construction of 
railways and canals; and also formed financial subsidiaries, the 
chief of which were the ‘* Societe de Commerce Bruxelles `’ 
and the ‘‘ Societe national pour enterprises industrielles et 
commerciales.” But the Bank made indiscriminate use of the 
savings deposits which were never kept separate from other funds 
and were employed in long-term industrial finance. The rela- 
tions between the parent Bank and its subsidiaries were very 
unsatisfactory. ** The relation was one of mutual participation 
and in addition the subsidiaries borrowed extenswely from the 
parent Bank in order to carry unmarketable securities.’"’ During 
the crisis produced in France and elsewhere by the Revolution 
of 1848, the Bank became seriously involved. An enquiry into 
its position revealed that a considerable portion of its assets had 
been locked up in unreahsable security holdings. The remaining 
assets consisted of loans made against the pledge of such 
securities with litthe regard for the personal credit of the 
borrower. A new Board of Management was formed and a 
reorganisation followed. After the establishment of the Banque 
National de Belgique in 1851, the Societe-General came to 
modify the character of its business. Its investment trust 
activities were restricted, though the interest in long-term 
industrial finance was not entirely abandoned; but increasing 
attention came to be devoted to ordinary deposit banking 
business. 

As an institution specifically designed for financing in- 
dustries, the Credit Mobilier of France has aroused much, greater 
interest. Ever since its establishment by the Pereire Brothers 
in 1852, the institution has engaged the earnest attention of 
economists and bankers throughout the world. Tn all discus- 
sions regarding the establishment of  specia'ist institutions 


e 


+P. B. Whale, " English and Continental Banking, Lecture Il—Journal of the 
fnetitute of Bankers, May, 1931, p. 260, 
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fi 
for providing industrial finance, it has held a prominent place. 
Indeed it will perhaps be no exaggeration to say that in the days 
before the war of 1914 it was the only known model before a 
country which was desirous of founding an ** industrial bank "’ 
for the financing of its own industries. As originally designed 
the Credit Mobilier was to have a share capital of 50 million 
‘francs and was also to issue, besides short-term notes, debentures 
up to 10 times its share capital. The main object of the Bank 
was to function as a “' financing institution which would sell 
the shares in the undertakings it promoted when they were ripe 
_ for the market and thus obtain the means of financing new enter- 
prises.’" The Bank at first attained notable success and showed 
large profits. It promoted a large number of railways both in 
France and abroad as well as insurance companies and foreign 
subsidiary banks; it founded the Paris Omnibus Company and 
the first French Transatlantic line; it equipped Paris and other 
towns of France with gas lighting; and finally it issued 
considerable amounts of French and other Government loans." 
But during the crisis of 1857 its affairs became serigusly imvolved 
and the crash came in 1867 after a brief career of 15 years. A 
large part of its resources became immobilized in securities 
quickly depreciating in value. The rest were locked up in 
advances against such securities and in advances to its dependent 
companies. The Credit Mobilier was chiefly interested in public 
utility enterprises which, by their very nature, could not be 
expected to show immediate returns. The shares of such com- 
panies were not readily marketable. The principal holdings of 
the Credit Mobilier consisting of such unmarketable securities, 
its resources became hopelessly entangled in such investments. 
It appears that the original plan of issuing debentures was not 
put in practice and the funds other than long-term were used for 
_ investments purposes. If debentures had been issued, the im- 

mobilization would not have had the same disastrous 

consequences. Besides, it ignored the root principle of industrial 

financing, namely, that of carefully distributing its risks. Tt 

did not proceed with caution and was anxious from the begin- 

ning to attain a spectacular success and show large profits. For 

all these reasons, downfall soon overtook the Bank. 


7 S P. B. Whale, jh English and Continental Rankiog,."” Lecture ITT ourna af 
the Institute of Bankers, May, 1931, p. 269. % 
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L A arhroughout the nineteenth century, the Credit Mobilier 
PA attracted considerable Attention, It provided a great appeal to 
all those countries which were desirous of achieving a rapid 
industria! progress; and Japan“ chose it as the model, when 
she founded her Industrial Bank in 1902 for the purpose of financ- 
ing her industrial development. ‘Till the close of the First Great 
War the Japanese institution remained as the only type of a 
specialist Bank, designed primarily for the financing of indus- 
tries. Not until we come to the post-war years and the more 
recent years of the world-wide depression, do we find any syste- 
~ matic attempt made in European countries to evolve a new type 
of machinery for the long-term financing of industries. 
the post-war years, industries in several European countries 
found it exceedingly difficult to satisfy their long-term needs. 
These countries had been utterly impoverished by the effects of 
a War unexampled in history; and there was a shortage of : 
industrial capital as never before. The prolonged slump that 
followed in the wake of the Great Wam only served to aggravate 
the acute financial position of the affected industries. Their long- 
term needs had to remain unsatisfied or had to be satisfied from 
short-term funds, a policy which was at once costly and danger- 
ous. Again, in many instances the ravages left behind by the 
War had to be repaired. Old industries damaged by the War had 
to be rehabilitated; modernisation of plant and adaptation to 
post-war requirements were urgently called for in a number of 
others; and new industries had also to be started and nourished." 
Never was there a greater demand for long-dated capital for 
industry; and never was felt a more imperative need for organiz- 
ing a special machinery to supply that capital. Attempts were à 
accordingly made in some of the new and reconstructed countries * 
of Central and Eastern Europe to establish suitable machineries -< 


: 
for furnishing that much-needed long-term capital to their ; 
national industries. 


During 


es 
> 
Ever since the Landschafts were first organised in Germany, — 
the device of the mortgage bank has been employed with remark- 
able success to solve the problem of long-term real estate credit. 
The whole theory of the mortgage bank is basè” upon the 
debenture bond, the system of amortisation and the sinking 
fund. The mortgage bank isa specialist institution granting 
long-term amortisation loans on the first mortgages of property 
i and issuing bonds to raise the necessary funds for financing these 
* loans. Tt.haq its origin in the necessity for providing agricultural 
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aredite on reasonable terms; and this type 6f machinery was in 
the beginning exclusively employed for granting long-term credit 

on first mortgages of agricultural property. Its success in the 

sphere was so great and the advantages for financing long-term 
loans through such a device were found to.be so numerous that 
it began to be employed for a!l kids of real estate eredit, not 
only agricultural but also urban and communal. Not only 
organisations founded in order to aid agriculture primarily have 
begun to devote increasing attention to loans on city real estate, 
but even municipalities, communal authorities and public bodies. 
in general, have found that the same type of machinery is adapt- 
able for financing their long-term operations; and special 
communal bonds have frequently been issued to finance such 
public utility undertakings as gas, electricity and water-works. 
In the present times the operations of the mortgage institute have 
- come to be extended yet further to the field of industrial credit. 
During the post-war years, the idea of a mortgage bank, granting 
long-term amortisation loans against industrial property, made 
an instant appeal to a number of European countries. Their 
economic position was shattered by the War ; and they were 
anxious to hasten their economic reconstruction. The difficult 
task of supplying long-term finance to their industries had to be 
faced; and necessary funds had to be raised either at home or 
abroad. The machinery of long-term real estate credit which 
had so successfully worked in other spheres was readily adopted 
by them to furnish long-term mortgage loans to industry. Begin- 
ning in 1924 several countries in Central and Eastern Europe 
established industrial mortgage banks, especially designed for 
financing industries. These institutions, like their confrères the 
land mortgage banks, used to issue mortgage bonds and grant long- 
term loans to industrial undertaking on first mortgages of indus- 
trial real property, factories, buildings, machinery, plant, ete. 
Like them, these industrial banks were organised both on the 
joint-stock and the co-operative basis. Like them, too, they were 
frequently started under Government auspices and as a ru'e 
enjoyed some form of State-aid. Wherever there was such State- 
aid, there was some corresponding governmental control or 
supervision. The needs of the small and middle-sized industries 
received primary attention from these institutions, as it had 
always been difficult- for them to approach the market. jut the 
large industries were not neglected and received also their due 
share of attention. The largest of these industrial mortgage 
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anks, whe bonds. were well received and were quoted in the 


_ Stock exchanges of New York, Boston and London, were the 

= Industrial Mortgage Bank of “Finland, Ltd., the National 

_ Hungarian Industrial Mortgage Institute, Ltd., and the Sachische 

= Landespfandbriefanstalt (the Provincial Mortgage Bank of 

— Saxony). Besides these three, there was another mortgage insti- 

tute, the National Economic Bank of Poland, which was founded 

. im 1924, by virtue of a special law to assist the economic re- 

construction of the new state of Poland. It granted long-term 

industrial loans through the issue of ** bank debentures *’ but it 

should be put in a separate class by itself as distinct from the 

_~ other three institutions. It was not a mortgage bank specifically 

designed for financing industries alone; its activities were not 

- restricted to the granting of industrial credit only, not even to 

that of long-term credit. Its activities comprised the granting 

of both short and long-term credit, not only to industries, State 

and private, but also to municipalities, rural district authorities 

and owners of agricultural estates. Different types of bonds— 

'* communal," ‘* bank,’’ etc.—were issued to finance the varied 

operations of tht institute, Besides fulfilling all these functions, 

it conducted every description of banking business. In other 
words, it was not a special but a mixed mortgage bank. 

In the years after the world-wide depression, when indus- 
tries were passing through extremely difficult periods, 
attempts were made by several other countries to set up special 
machineries for supplying long and medium-term finance to the 
smal and medium-sized industries. An outstanding example 
of such an attempt found expression, as already noted, in 
«the British "Credit for Industry, Ltd.” In Ireland -also an 
'* Industrial Credit Co., Ltd.” was established for the purpose 
of financing Irish industry. In Sweden an Industrial Credit 
Company was established in 1934 with a paid up capital of 8 
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= milhon kronor authorised to grant credits for a period not ex- — 
ceeding ten years to small and middle-sized industries. E r Shi 


might issue bonds but might not accept deposits. “In the Nether- 
lands an Industrial Bank of Limburg was set up in 1935, the 


— part of its capital being subscribed by the province of 


simburg.* 
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ae INSTITUTIONS ‘FOR DDU TRIAL FINANCING 
— 
The Industrial Bank Masani * 
The most important institutional development of industrial 


finance since the establishment of the French Credit Mobilier 
took place in Japan when the Industrial Bank of Japan was -= 
founded in 1902. It was an ambitious experiment in investment — 
banking conceived more or less on the lines of the French 
institution. Until recently it has been the only instance of a 
specialist institution established primarily for the financing of 
industries and as such, has attracted considerable notice not only — 
in European countreis but even in India. It made a profound 
appeal to the Indian Industrial Commission of 1916 who were ~ 
mainly responsible for popularising the idea of forming an 
‘industrial bank’ in India on the model of the Japanese 
institution. It has since that time been strongly favoured by 
Indian economists and publicists. The idea of planning the 
future Indian institution on the lines of the Japanese bank which 
originated with the Industrial Commission was re-born in the 
deliberations of the Indian Central Banking Enquiry Committee. 
= Indeed in all discussions regarding the establishment*of specialised 
banks in India for industrial financing, the Japanese institution 
has always occupied the centre of the stage. But although so 
much interest has been focussed upon it for all these years, no 
attempt appears to have been made in this country to make a 
detailed study of the nature, organisation and activities of this 
._ much talked about institution. Information regarding the Bank 
has been either entirely lacking or has been extremely meagre. 
Consequently a great deal of misconception as to its true nature 
| and functions has unfortunately crept into India. Even the 
-~  "" Foreign experts "' who were invited to assist the deliberations 
of the Indian Central Banking Enquiry Committee were not 
‘free from these misapprehensions. The exposition of the work- 
ing í of-the Japanese institution which they gave to the members 
t the Banking Committee was in some important respects in- 
-~ correct and misleading. It is certainly worth our while to 
attempt a detailed investigation into the working of an institu- 





a 
s —— The materiala were obtained from the authorities of the Industrial Bank of 
= Japan with the assistance of His Britannic Majesty's Consul in Tokyo. Much useful 
information was secured from Mr. Hare, Consul for Japan in Calcutta, Preaident of 
the Indé-Japanese Commercial Museum, the Yokohama Specie Hank and the Mitsui Bank. 
= The substance waa published in the forms of an article in the Calcutta Review, 
May and June, 1992. (Revised and re-written). 








$0 much interest not only in India but 
throughout the world and for which information has been hitherto 
singularly lacking. — 

= The national banks were established in Japan in 1873 in 
pursuance of the National Bank Regulations of 1872 which were 
closely patterned after the American system. A law passed in 
1896 provided for the abolition of these national banks; and 
between 1896 and 1899 the 153 national banks scattered in various 
important cities were abolished and reorganised as ordinary 
banks. At the same time numerous ordinary banks were newly 
opened throughout the country. Though these were commercial 
in form and denomination, most of them were particularly 





agricultural organs and were engaged in advancing money to the- 


farmers on mortgages consisting of immovable property. 

Prince Matsukata is the father of the present Japanese bank- 
ing system. He enunciated the principle that distinct. groups 
of banks should be established to fulfil different fumetions. Accord- 
ingly, after founding a central bank and an exchange bank, he 
turned his attention to the starting of banking institutions to < 
facilitate the grant of long-term loans to industry and agriculture. ~ 
The industrial’ development of the country had not proceeded 
very far by the time of the Sino-Japanese War. But the 
victory over the Chinese gave a powerful stimulus to the economic 
life of the country. New enterprises came rapidly into existence 
and there arose on the part of their projectors a great demand 
for long-term financial assistance. It was beyond the pro- 
vince of the ordinary deposit banks to render such assistance. 
There was also at the time no large investing public in Japan. — 
The conservative people were reluctant to invest their savings in 
industry and preferred to invest in land even though the rate of 
return might be lower in the latter. To satisfy this new demand 
for long-term industrial capital, the Industrial Bank was 
established. — fom Re 
= ` The Government enacted the law of the Japan Industrial 
Bank in 1900 and the Bank began business in April, 1902. It - 
isa jointstock company and its capital was at first 10 million” 
yen. By a revision in the law of the Industrial Bank in 1906, 
the capital was raised to 17,500,000 yen, which could be ee | 
creased —* the approval of the Government.’ The capital was a 
2 n s ae | l — — 
—— y increased to’ 30,000,000 yen in 1917 een «= 


i Art. 2, Law 
. * » 
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* x of Tesorporation of the Nippon Kogyo Ginko, 1900. . 
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uir 
to 50,000,000 yen in 1919. The capital was fully paid in 1922." 
The Government of Japan does not participate in the capital of 
+ the Bank but it lends*to the Bank enormous funds at a moderate 
rate of interest out of the resources of the Deposits Bureau of the 
Department of Finance. The deposits of the Bureau consist 
mostly of the postal.savings deposits received by the Government. 
Its business is not merely confined to the control of deposits but 
also includes the investment and management of funds. It has 
been laid down by the law that the funds of the Bureau should 
be invested solely for the benefit of the State and the public in a 
safe and profitable manner and that such investments are to be 
made only after investigation of their purposes and methods in 
consultation with the committee of investments of the Deposits: 
Bureau.” There is one peculiar characteristic of the Industrial ~ 
Bank which distinguishes it from the other public institutions. 
Early~in the history of the Industrial Bank, a considerable ~ 
portion of its shares came to be held by foreigners.” According 
to the Japan Year Book, 1924-25, +foreigners owned 75,000,000 
“yen of the Bank's capital.‘ 
LA The Bank was established with a Governmenf subsidy under 
= Government control with a 50-year charter, the renewal of the 
charter being at the option of the Government. It was put 
under the direct superintendence of the Finance Minister who 
was to appoint a Comptroller to supervise the business manage- 
-ment of the Bank. The President and the Vice-President are 
appointed by the Government from among the shareholders owing 
more than 200 shares in the Bank. Their term of office is fixed 
at five years. The directors are appointed by the Government 
from among the candidates who hold more than 100 shares in the 
Bank, elected at the General meeting of the shareholders. The 
number of candidates which the meeting recommends is twice the 
number of necessary, directors. Their tenure of office is fixed at 
*three years." As regards the subsidy, the Government undertook 
to guarantee a 5% return on the Bank's shares for the first five 
_ years, provided the amount of the subsidy did not exceed 


J 





— The shares of the Foduetria! Rank bad a por valne of 50 ven. Prices had been 
declining mince 1922. From 1918 to 1927 they ranged from 4 ven to 30.40 yen. The 
Imperial Household Department held 22,725 shares in 1929. 

8 ? Thirty-fourth Financial and Economic Annual of Japan, pp. 200-93. 
— * ne See Report of the National Monetary Commission (19!0—Ranking Svatem of 
g Jepan, p. 137 and pp. 156-57. 
s ‘The Japan Year Book, 1924.25 p. 455. 
S Art. 7, Law of Incorporation of Nippon Kogyo Ginko, 1900.5 
A 





* 5% of the paid-up capital. * The — of the Industrial Bank 
is as follows :— — 


(1) To make loans on the security of national bonds, 
prefectural or municipal loan bonds or debentures 
Ea and shares of companies. 


A (2) To subscribe for and underwrite national loan bonds, 


prefectural and municipal loan bonds or debentures 
of companies. 


(3) To receive deposits of money on fixed, current or 
special amount and undertake the custody of goods 
entrusted to it for safe keeping. 


(4) To undertake trust business’ relating to secured 
debentures. 


á (5) To discount bills. : 


(6) To buy and sell clean and ine bills of 
exchange. 


(7) To make loans on mortgage of estates — by * 
virtue of special laws. (Added March, 1905). * 


(8) To make loans on mortgages of land and buildingi 


_ belonging te factories. (Added by Law No. 8, 
March 14, 1933.) 


(9) To make loans on mortgages of ships including those 
under construction which shall be redeemable by 
annual instalments within a period not exceeding 
15 years or a fixed term of not more than 5 years.’ 
(Added by Law No. 26, March, 1918.) 


(10) To make loans on the security of shipbuildng 


materials or equipments. (Added by Law No. 26, 
March, 1918.) — 
(11) To float National loan bords, prefectural and- 
municipal bonds and companies’ shares and deben- 
tures and. to receive payments for the same and to 


effect the payment of principal and interests, or — 
dividends on the above. 
< i — 
3 Art. 26, ibid. = 
L 2 Accordi to Byc-Law, Art, 39, ships accepted by * 
mortgages shall be only those which, reckoning from the date of launching, i * leas 
than 25 years old 


at the date of payment of the last instal t ” 
shall be covered by insurance. é ment of redemption and 
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(12) Tomake call loans or loans for a fixed term on- 
security of sites and buildings belonging to factories 
or of residential land or buildings lying in localities 
where the City Planning Act is in force, provided 
that the total amount of such loans shall not exceed 
2/3rd the amount of the Bank's paid-up capital. ~ 


In addition to the kinds of business authorised by the above 
clauses the Bank may subscribe for and underwrite shares of 
- companies with the sanction of the Minister of State for Finance. 
Debentures of companies, it may be noted, may be taken up in 
ordinary course but the subscription to their share capital requires 
the sanction of the Minister of Finance. The mortgages 
accepted by the Bank shall be first mortgages, but this does not 
apply, if they may be converted into first mortgages in course of * 
redeeming an old loan with a new loan furnished by the Bank or 
if additional mortgages are furnished to the Bank. 
| @ raise funds for the various operations enumerated above, 
the Industrial Bank was empowered to issue debentures not 
* „exceeding ten times its paid-up capital. Such debentures in- 
cluding external and internal, it has been laid down?! should not 
exceed the aggregate of the outstanding bank loans, discounted 
bills, national, municipal and prefectural loan bonds, debentures 
and shares of companies owned and the gold and silver held by 
the Bank." The long-term debentures are redeemable by lot 
within 30 years reckoning from the year of issue.* Besides these 
long-term bank debentures, discount debentures may also be 
issued which are to be redeemed within one year.’ 

The money required for making advances to the various 
industrial companies is raised chiefly by issuing these long-term 
bank debentures and discount debentures redeemable within one 
year. The money is sometimes obtained from other sources, 
as by borrowing from the market in long-term and short-term 
loans. In 1932, 30 million yen was borrowed in this way.‘ 
The Treasury Deposits Bureau, as already noted, also furnishes 
money to the Industrial Bank at moderate rates of interest and 
sometimes underwrites its debenture issues. For instance, an 
issue of 6,332,000 yen and of 6,284,000 yen was underwritten by 





A Art. 12, Law of ‘Incorporation. 

2 + Art. 15, Law of Incorporation. 
5 * Arts. 48, Bye-Laws of Nippon Kogyo Ginko. 
* * Sixty-Tirst Report of the Industrial Bank of Japan, for the half-vwear coding 
“June 30, 1932. — 
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= 8 the 1 — in 1932. - “The money thus obti — is appropriated 
by the Bank for the purpose of loans , 


industries and for 
converting bank debentures.* 


The Bank issues its own debentures both at home and abroad. 
As regards its bonds floated in foreign countries the Government 
“guarantees the capital redemption and interest payment, when- 





ever the occasion requires such a step.” It is evident that the 


Bank was designed to introduce foreign capital into the country. 
Its first external loan was a debenture issue, secured by the 
Japanese Government, of £2,000,000 (19,526,000 yen), floated 
in England and France in 1908 at 5% rate of interest.“ During 
the first eleven years of thè- Bank's existence as much as 
350 million yen was raised abroad for financing Japanese enter- 
prises.” This sum included : 


50 — yen raised for Government. 
140 r = „ Municipalities for public works. 
180s >i s „ South Manchurian Railway. » 


The sterling debentures of the South Manchurian Railway 
were issue in London in 1907, 1908 and 1911.° As further 
instances of loan issues in foreign markets, the issues of a 
£6,000,000 loan in London for the City of Tokyo and of a 
$1,974,000 loan in New York for the City of Yokohama in 1926 
may be mentioned.” The Bank signed these contracts as agents 
of the two cities and completed the proceedings accompanying 
these issues. The total amount of external debentures issued 
by the Bank still outstanding was 10,107,633 yen in 1932." 
The issue of own debentures of the Industrial Bank has been 
increasing from towards the close of the First Great War. The 


31 Sixty-first and Sixty-second Reports of the Industrial Bank of Japan, for the 
balf-years ending June 30, 1932 snd December 31, 1952. ` 

3 Sixty-first Heport of the Industrial Bank of Japan, June 30, 1932. 

3 Source: The Conanl of Japan. 

t ‘Thirty-ninth Annual Table of Bonds and Debentures in Japan (existing on Silst 
ni 1932) compiled by the Industrial Bank of Japan — psy the authorities 


* Financial and Economic Monthly, — 1927, | p- 49, rig zane Report 
of the Bank, pP. 6. 
Financial 





and Economic Annual of Japan, 1928, PP. 50.51. vw 
and Economic Monthly, —— 1927, P- 39. Also 
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peak was reached in 1923, the year of the earthquake. The 
enormous funds thus*obtained by the Bank were utilised in 
restoring the vast areas | devastated by the earthquake. Once again 
during 1931-32 a high point was reached when the Bank, taking 
advantage of the continuous and pronounced monetary ease, tried 
to augment the supply of long-term funds by issuing debentures." 
The bulk of the new issues was intended to replace older issues 
bearing a high rate of interest or maturing over a shorter period 
than was desirable. But by the end of the half-year in June 30, 
1933, the total amount of outstanding debentures was reduced to 
a great extent by the liquidation of credits granted to business 
ente . The co-operation 6f banks and other financial 
institutions had enabled these undertakings to consolidate their 
position by public issues and other operations. The Bank has 
since remained keenly alive to the reorganisation of the debt 
structure among the industrial and farming communities. The 
demands upon it or its own debtors are being considerably re- 
duced by conversions and other operations carried out under its 
own direction.* 

It may be mentioned in this connection that the Industrial 
Bank not only played in the earlier years of its inception an 
important part in the introduction of foreign capital into the 
country, but in the more recent years has also been instrumental 
in investing Japanese capital abroad, especially in China. The 
Government encouraged this policy of the Bank by guaranteeing 
its profits on foreign investments within a limit of 100 million 
yen. The Bank has also been the medium through which the 
Deposits Bureau lent enormous sums to several Chinese enter- 
prises. For example, 7,500,000 yen were advanced to the 
Nanjin Railway, 9,600,000 yen to the Toa Industrial Company, 
2,051,000 yen to Han Yea Ping Company, etc., such investments 
of the Deposits Bureau through the Bank totalling 128,000,000 
yen.” In association with the Bank of Taiwan, the Bank of 
Chosen and other Japanese banks, the Industrial Bank partici- 
pated in numerous loans to Chinese Governments and enterprises. 
Between June and September, 1918, the Bank advanced 


a 10 million yen loan to Kirin Hueing Railway, a 30 million yen 
mine and forestry loan and another loan to the Kaomi-Hsuchow 
a a 


8 Sixty-second Report of the Industrial Bank of Japan, December 31, 1992 
2 The Statiet, November 11. 1991, International Banking Section. p. 1757 
= Herbert Bratter, Japanese Banking, p. 783, p. 229. 
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| ‘Shuntefu Tsinantu Railway. Several million yen have also been 


advanced to the following development “companies formed to 


finance Sino-Japanese industrial enterprises in China, viz., the 


Toa Kogyo Kabushiki Kaisha, the Chunicho Jitsugyo Kabushiki 


Kaisha and Nika Boshaku Kabushiki Kaisha. The Bank, in 
addition, partieipated in the famous *' Nishihara ° and other 


loans to the Chinese Government. 

This policy of foreign investment pursued by the Industrial 
Bank since the Great War is somewhat similar to the participa- 
tion of the German Banks in loans to foreign Governments and 
enterprises. But in the casæof the Japanese Bank, there is no- 
where to be found the success @thieved by the German Banks nor 
their insistence for a quid pro quo for the interests of their asso- 
ciated industrial companies at home. <A considerable portion of 
the Bank's loans to Chinese Governments and enterprises had 
become ‘' frozen °’ and unrealisable. 

From the foregoing enumeration of the kinds of business 
the Industrial Bank has been authorised to transact, it is abun- 
dantly clear that the institution combines principally the func- 
tions of an iSsue-house with those of a mortgage bank. Although 
the Bank has been claimed to be essentially a monetary institu- 
tion for industry, it cannot be characterised as a pure industrial 
banking corporation in the sense that it is interested exclusively 
in industrial issue or mortgage business. For, in addition to its 
industrial business it frequently floats and underwrites Govern- 
ment and Municipal loan bonds. It does not even stop there but 
also engages in commercial banking business, such as thg. dis- 
counting of bills and the receiving of deposits. 

There is considerable misunderstanding as regards “the 
conduct of ordinary banking business by the Industrial Bank of 
Japan. The ** Foreign Experts "’ who were invited to assist the 
Central Banking Enquiry Committee in India believed that the 
Japanese Bank did not receive deposit® or carry on any ordinary 
banking ug and during the discussions with the members 
of the Commi strongly made this point. But the Bank is 
not only expressly authorised by statute to receive deposits and 
do ordinary banking business butein practice it actually engages 
in such business in addition to industrial financing. A reference 
to the various balance-sheets of the institution published 









t Discussions with Foreign xperts—Indian Central Banki Enquiry —— 
Vol. IV, p. 195, p. 107, p. 270, 2 PIF l — 
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semi-annually shows that it accepts fixed, current account and 
special current déposits. The amount of such business * 


not insignificant and totalled, at the end of June 30, 1933, * 


24,273,147 yen, 3,639,695 yen and 11,3355—4 19 yen respectively. 
Besides these there were special deposits and deposits at notice 
amounting to 19,200,915 yen and 5,682,012 yen respectively. 
These various kinds of deposits ran to 64,151,190 yen in a total 
of liabilities amounting to 578,485,796 ven. On the assets side. 
of the balance-sheet, we find that the Bank discounted bills 
amounting to 100,634,622 ven and made call loans amounting to 
7,700,000 yen. Thus the impression that the Bank does no 
ordinary banking business is not correct. It is a mixed banking 
institution with a preponderance of issue and mortgage business. 

- Asa mortgage bank for industry, it is no doubt empowered 
to furnish loans on the security of real estate, land and factory 
buildings, but an important part of its business is to supply 
money on movables, such as making loans on the security of 
local and national bonds, shares and debentures of companies.’ 
The loans it makes to industry are stated to be long-term. But 
according to Article 40 of the Bye-Laws, loans mide by the Bank 
cannot run for a longer period than five years. Now loans for 
so short a period as five years can hardly be regarded as long- 
term. Wherever specialist institutions are catering for the 
long-term financial needs of industry, the advances are made for 
a period much longer than five yeafs. They generally run for 
periods over ten years and frequently for as long as twenty years. 
Loans running from two to ten years are considered as medium- 
aterm. Nowhere does a specialist institution designed for the 
long-term financing of industries has restricted the period of its 
long-term loans to five years only. 

In the circumstances the Japanese Bank cannot be said to 
provide long-term — finance. Its loans are at best 
medium-term. It is only in the case of ship.mertgage loans that 
the period is really long-term. Even here in * practice loans 
have frequently been made for periods less than fifteen years 
A distinct characteristic of mortgage banks dealing with long- 
term credit is the provision of amortisation for the loans granted. 
In the Japanese Industrial Bank, which claims to be 
_ansinstitution engaged in such type of business, it 1s remarkable 


* Count Okuma, Fifty Tears of New Japan, p. S27. Also Warg Kai 
The Bunking System of Japan (National Moñħetary Commission) 
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oe hat there is no statutory provision for amortisation as regards 
_ “its industrial loans generally. Tt is only in the case of the loans 
= against the mortgage of ships that it has been provided that the 
loans may be redeemable by annual instalments. It will be seen 
re ‘that the Bank has no resemblance to the post-war institutions 
~ in European countries which were specially designed to grant 
long-term amortisation loans on mortgage of industrial property. 
Although the Bank was authorised to furnish loans on 
‘mortgages of other real estate, yet those on the mortgage of ships 
and shipbuilding appurtenances were given the greatest 
predominance. There was no other kind of business transacted 
by the Bank for which such detailed and elaborate regulations 
were laid down. It was only in the case of such loans that 
provisions were expressly made in the Law of Incorporation and 
Bye-Laws as to what proportion of the appraised value of that 
mortgaged property could be made as a loan. It was laid down, 
for instance, that the amount of the loan to be advanced on 
mortgages of ships launched or under construction should be less 
than two-thirds of their value as estimated by the Bank and less 
than four-fifthe of the insured amount as well, provided that 
such amount did not exceed that estimated construction value 
reduced by 4/100th per annum after launching.’ Ships offered 
and accepted as mortgage must not be more than 25 years old 
at the date of the payment of last instalment for the redemption. 
They must be covered by insurance in a company approved by 
the Bank. The marine mortgage business of the Bank over- 
shadowed in the past every other kind of mortgage business it 
engaged in. It was only in recent years, specially after the pro- _ 
longed slump in the shipping industries, that it considerably 
developed its mortgage business as regards general industry, large 
and small. In the beginning, as a mortgage institute, it func- 
tioned primarily as a ship mortgage bank. 

Applications for loans from industrial companies are subjected 
io very close and stringent investigations by the special technical 
department of the Bank.’ Loans are granted only on the advice 
of that department. In assisting industries, the applications 

. were, in the earlier years, judged not so much on the merits of the 
* security offered but by the potentialities of the industry in ques- 
tion and the business reports of the applying company. During 





















A Art. 89 (6). ? 
2 Hource: The Consul of Japan, ° 
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the panic of 1927, however, the Bank found that it had to make _ 
readjustments in connection with large amounts of its — 
and had to take over land and buildings worth half in value of * 
what it had actually loaned. Since that time the Bank consider- 
ably revised its loan policy. More attention came to be directed’ 
to security values. Special interest was taken in those industries + 
that were found after a close examination to have the prospects 
of maintenance or development. Loans were made as prom i 
as possible and in recent years the Bank adopted the policy of 
proceeding in the future with less red tape and more expedition 
in the financing of industries." _ 

_ In the beginning the Industrial Bank was chiefly interested 
in the heavy industries. The shipping, iron and steel, engineer- 
ing and chemical industries used to receive long-term advances 
from the Bank.* The cotton industry, it will be noticed, is 
absent from this list and the remarkable progress of that industry 
owes nothing to the asssitance from the Bank. The industry 
is controlled by powerful firms whose extraordinary financial 
strength renders them absolutely independent of the Government 
banks.” The Bank’s association with the shipbuilding industry 
of the country has been particularly close. The Kawasuki Ship- 
building Company, the Kokusai Steamship Company and other 
concerns received considerable amounts of financial assistance 
from the Bank. It not only made direct -advances to the 
shipbuilding industry itself but was also used by the Govern- 
ment as a medium through which State assistance to the industry 
was liberally given. During the Great War, when the ship- 
building industry was on the highest wave of prosperity, the 
Bank, along with the ordinary banks, invested heavily in the 
industry. But during the slump that followed in the wake of 
the boom, a large portion of the Bank's advances on security 
of ships became unrealizable, many shipping companies being 
unable to pay interest on their loans. Hence the Bank was com- 
pelled to discontinue its policy of making advances to shipping 
companies for several years. It was only in 1929 that the Bank 
was reported to resume this activity when a sum of 2,800,000 





* Sixtieth Report of the Industrial Bank of Japan, for the half-year ending 
December 81, 1931. 
* G, C. Allen, Modern Japan and its Problems, p. 165 


f * ‘The Industrial Bank hes, however, acted as Tritetees of mortgage debentures 
of the following Spinning and Weaving Companies : (1) Kurashiki Spinning Co 
(6 million yen), (2) Toyuma Spinning Co. (2 million ven), (3) Kurashiki Silk 


Weaving Co. (4 million yen), k 






yens was advanced on the — of seven medium-sized vessels. 
advances were for less than 15 years and bore interest at 
8%.’ Even when the Bank resumed its ship mortgage busi- 
ness, it decided, owing to the prevailing conditions in the 
= Shipping world, to restrict its advances to those who had been 
v engaged in the industry for many years and had proper connec- 
* tions at the principal ports of the world.” Ever since the pro- 

elonged post-war slump in the shipping industry the marine 

“mortgage business of the Bank has ceased to be so important a 
line as before. In more recent years the Bank took a great deal 
of interest in its long-term loans business with respect to other 
industries.and as a result its mortgage loans business tended 
to grow. Long-term loans to industry began rapidly to 
increase since 1926, the peak being reached in 1931. The 
decline of long-term loans since 1932 is, as we shall see later 
on, aseribable to a great extent to the fact that industrial concerns 
had repaid a considerable portion of their dues and that the 
liberal assistance from the Bank had put them on such a sound 
footing as to do away with the necessity of further loans. 

The following table strikingly illustrates the —* growth 
of the fixed loans business of the Bank in recent years’ 





At the end of the half-year Fixed Loans 
Yen 
December 81, 1926 Sas TR --- 193,832,760 
June 30, 1927 =F — .. 201,763,204 
December 81, 1927 — Iane TE .- 219,058,151 
June 80, 1928 + * .. 240,425,655 
December 81, 1928 iy. 4 .. 251,599,827 | 
June 30, 1929 ry i ... 276,188,280 ` 
December 341, 1929 — wal ... 260,528,782 
June 30, 1930 nex e ... 263,200,049 
December 81, 1930 — Foa n.. 273,092,957 
June 80, 1931 — wo -. $06,188,956 
December 81, 1981 tis Ta --- 819,986,876 
June 80, 1982 wE * 3411,746,055 
December 81, 1932 o — -.. 806,605,397 
+” June 80, 1933 a — ... 278,875,289. 


* Japan Adeertiner, May, 1929. 
. Fi 
è l — ———— — Bank of Japan, for the halt:year eating 
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The rôle of the Bank as an industrial financier is not, 
however, confined to the provision of mortgage loans only. The 
Bank's issue business is even more important than its mortgage 
business. It plays a very useful part as an issue house, an 
investment banker and an underwriter. In this capacity it has 
assisted a considerable number of industrial companies by floating 
and underwriting the debentures issued by them. In fact, the 








principal way in which it has financed industries has consisted 


in floating and underwriting these debentures. The shipping 
concerns have naturally received a large measure of its assistance 
in this respect but the assistance rendered to numerous public 
utility companies and industrial enterprises of various kinds has 
been no less considerable in the recent years. (1) Railways, 
(2) tramways, (3) electric power, (4) paper, (5) sugar, (6) 
cement, (7) water power, (8) motor bus, (9) rope manufacturing, 
and (10) artificial manure companies are, among others, the 
principal industries whose debentures have been floated and 
underwritten by the Bank in present times. The issue busi- 
ness of the Bank is not, however, restricted to the underwriting 
of industrial debentures only, for the Bank has On numerous 
occasions acted similarly on behalf of the Government, municipal 
and local bodies. 


In this matter of floating and underwriting bonds and deben- 
tures, the Bank sometimes acts alone and sometimes in close co- 
operation with other banks. There are at present about 15 
banks in Japan, including the Industrial Bank, the Bank of 
Japan and the ** Big Five "’ which usually act iniclose association 
with one another for the flotation of the securities, The policy 
of the Bank undoubtedly spreads out the risks of investment fairly 
widely and is reminiscent of the practice of German banks. 


Participation or subscription to share capital of industrial 
companies does not appear to constitute an important line of the 
Bank's business and it may be undertaken only with the sanc- 
tion of the Minister of Finance. The provision of initial finance 
for fixed capital expenditure of industry is not, therefore, an 
essential function of the Bank. Its special business consists in 
the furnishing of capital for extension, modernisation and re- 
organisation of industry. We have very carefully studied the 
‘semi-annual reports of the Bank for a considerable number of 
years but nowhere have we come across an instance where the 


* institution subscribed to or underwrote the shares of an industria! 
tag i - tein y ` a 
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channels, the policy recently adopted by the Bank has consisted 
in having its long-term loans to industry converted into deben- 
tures issued by them for the purpose. The Bank has directed its 
efforts to have such debentures issued on sound mortgages and 
a redemption fund has been provided for them.’ 

We give below a classified abstract of the debentures of 
various companies floated and underwritten by the Industrial 
Bank of Japan either singly or in syndicates in recent year” :— 


Description Amount issued Year of Issue 
Yeon Hall-year ending 


I. Railway and Tram— 





South Manchurian Railway  ... 10,000,000 Dee. 81, 1926 

* --- 20,000,000 June 80, 1927 
Oji Electric Tram Co. .. 6,000,000 P 
Seibn, Railway Co. 
™ (Second Debenture) --» 8,500,000 Dec. 31, 1927 

(Third Debenture) .. 8,000,000 
South Manchurian Railway Co. 

(Twenty-seventh Debenture) ... 50,000,000 3 
Chichibu Railway Co. ... 8,000,000 June 30, 1928 
South Manchurian Railway Co. ... 35,000,000 * 

Ina Electric Railway Co. +++ 11,000,000 June 30, 1929 
South Manchurian Railway Co. 35,000,000 . * 

T +s (30th Deb.) 20,000,000 `; Dee.-31, 1930 

ef 1— (Sist Deb.) 30,000,000 Dec. 31, 1931 

2,265,000,000 


II. Electric Light and Power— 


Ina Electric Company - 10,000,000 Dec. 31, 1926 
Formosa Electric Power Co. .. 8,000,000 
. Hakusan Water Electric Power Co. 4,000,000 
City of Tokyo Electric Enter- 
prises Loan Bonds . -8,200,000 
~ + Bixtieth and Sixty-thira of the Ind Ban ap em 
(1931 and June 30, 1933, — ai Seer a tees 81, 
$ ———— from — Semi-Annual Reports of the Bank. 





F 3 + : ⸗ 
— ~ . i i , 
2 on cee as ae A Ce à 





(2nd Deb.) 













1,000,000 — 












| --- 19,910,000 a — 
— Ads — 8 — * — 4,000,000 7 
City “of Tokyo Electric Works ... 41,500,000 June 30, 1928 
—— - Hakusan Hydro-Electric ied. 
a | ipany ... +» 4,000,000 “<9 = 
ee Tbigwa Electric Co. .-. 10,000,000 Dec. 31, 1928 — 
F Morioko Electrie Light Co. ... 8,500,000 a 
r; Shinano Electric Co. na 8,000,000 a 7 
Komatsu Electric Co. „= 1,200,000 = x 
Formosa Electric Power Co. ... 6,500,000 * * 
‘Daido Electric Power Co. ... 15,000,000 i 
Tobu Electrice Power Co. .- 14,000,000 f „À 
Nippon Kai Electric Co. ... 8,000,000 Dee 31, 1929 
City of Tokyo Electric Enterprises 15,000,000 June 30, 1930 
Fukushima Electric Light Company 10,000,000 * 
Tobu Electric Light Co. .-- 2,000,000 t 
City of Tokyo Electric Enterprise 
hort-term Loan ... .-- 17,560,000 Dec. 31, 1930 
Hidachi Electric Power Co., First 
» > Serie a ..- 4,640,000 June 30, 1932 
Chubu Electric Co. 3,000,000 y 
ILI. Cement— 
Yawagi Cement Co. 3,000,000 Dec. 31, 1926 
i l Onoda Cement Co. 2,700,000 June 30, 1929 
5a Chichibu Cement Co. 2,500,000 as 
i Onoda Cement Manufacturing 
A Company — 3,500,000 Dec. SI, 1929 
—— Asano Cement Manufacturing * 
ia NS Company Ee Sau 4. 640.000 June 30, 1932 
e 16,340,000 


? e 








Teikoku Sugar Refining Co. ... 5,000,000 Dec. 31, 1926 


= Teikoku, Sugar Manufacturing * 2 MEA 
a Pie = Company — — 000 une + 
ha 10,000,000 - 
t 
: V. Paper— 
_ Fuji Paper Mill Co. -.- 10,000,000 Dec. 31, 1926 
abet ee ee -.- 10,000,000 June 30, 1927 
tne RE RA ... 10,000,000 June 80, 1928 
os +. ++ wa s.s 16,000,000 Dec. Sl, 1928 
ete i, dy ... 80,000,000 June 30, 1929 
76,000,000 
VI. Shipping— 
x Kakusui Steamship Co. 2,500,000 Dec. 31, 1927 
i Nippon Yusen Kaisha ... 80,000,000 Dee. 31, 1928 
:_ NN * ... 15,000,000 Dec. 81, 1929 
17, 500,000 


VII. Rope Manufacturing— 


Tokyo Rope Manufacturing otk. 
Company + .. 6,500,000 Dec. 31, 1928 7 


‘ce 
VITIT. Artificial Manure— | a 
Dai Nippon Artificial Manure — — Ae, oe 
Company * 9500,000 June M 1929 


TX. Motor Bus Enterprise— 


City. of Tokyo Motor Bus Enter- | 
prise consolidated loan bonds ... 2,497,000 Dee. 31, 1927 


X. Waterworks and Drainage— 
| City of Tokyo Water and Sewer- 


i age Works loan bonds . 8,846,000 June 30, 1927 
TEN City of Tokyo Waterworks ORG? | current Jy, 
At se — third Joan bonds -. 12,286,000 — Dee: s 1927 





à E 
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* 
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Besides the above, the Bank also assisted in floating and — 
underwriting debentures of other industrial companies amounting 





to— T 
15,500,000 yen during the half-year ending 30th June, 1931 
18,000,000 yen F F 3 Sist Dec. 1931 
175,000,000 yen + “> * 31st Dec. 1932 
(including 17,020,000 yen 
covering Municipal loan -~ r 


bonds of Tokyo plus 
70,000,000 yen for the 
South Manchurian Com- 


pany). 
97,000,000 yen > * * 30th June, 1933 


In the post-war years the Industrial Bank of Japan directed 
its attention chiefly to two problems—that of assisting rationali- 
sation movement among large industries and of providing 
finance to the smaller industries. Since the financial panic of 
April, 1927, the Bank earnestly endeavoured to exercise its 
functions as an industrial banking corporation by generously 
responding to the general tendency towards amalgamation and 
reorganisation that was an outcome of depression in 4: number 
of industries. In subsequent years the Bank came to play a 
very important part in the rationalisation of Japanese industry. 

In many instances it gave its advice as to the proper 
method of reorganisation after an inspection of the affairs of 
the industry. In the case of a large number of financially 
embarrassed industries the Bank actually took part in their 
reorganisation." With a view to their readjustment, improve- 
ment™ or — the Bank even drew up plans or gave 
advice for increase or decrease of capital, reduction of dividend 
or amalgamation or co-operation with another company. Thus 
in several cases where industrial concerns engaged in the same 
business were carrying on in uncontrolled competition with one 
another the Bank called their attention to the value of work- 
ing together and tried to lend an impetus to co-operative action 
and to put rationalised control into practice.’ 

In this manner it actively assisted and initiated a large 
number of reorganisation schemes. The attitude of the Japanese 
Bank offers a sharp contrast in this respect to that adopted b) 


— 


3 Sixty-firet Report for the half-year ending 30th June, 1932 
2 Wifty-ninth Report for the half-year, ending 30th June 1931 
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the B. I. D. of England. With the authorities ọf the B. I. D., 

_ the guiding principle is that all schemes for rationalisation should 

come from within the industry. That the initiation of re- 
organisation schemes is not the function of banks, not even of 
such a specialist institution as the B. I. D., appears to be the 
prevailing banking view of the country. This policy adopted by 
the B. I. D., has been considered by many to have hindered the 
progress of rationalisation in English industry. The authorities 
of the Japanese Industrial "Bank have taken an entirely different 
view. They believe that bankers ‘‘must support the rationalisa- 
tion movement by understanding the nature of business enterprises 
and especially this Bank which has a special mission must work 
towards rationalisation." The policy adopted by the Industrial. 
Bank with the concurrence and co-operation of industrialists has’ 
borne fruit in Japan. Already some ofthe companies assisted by 
the Bank in this way are found not only to have remained secure 
in the matter of their finances but are also tending to show a 
marked improvement in their management.* It did its best 
for the improvement and readjustment of industrial business by 
Eng — or arranging for the funds necessary for the 
extension and reconditioning of industries irrespective of the size 
of the firms so long as they were favourable credit risks.’ As a 
result new long-term loans made by the Bank rapidly increased. 
Between December 31, 1927, and June 30, 1930, the amount 
advanced to various big industrial companies was 67,789,000 
yen.* 

During the financial panic of 1927 and the acute industrial 
crisis of 1930, the Bank generously came to the rescue of a large 
number of industrial companies both large and small which fell 
into dire financial straits. Some of the most important industrial 
concerns were in great difficulties not only to meet their working 
expenses but also debentures and finance bills placed in the 
market which were due for repayment. When prices were 

+ rapidly falling and the market for securities was tottering on the 
brink of a severe collapse, the ordinary banks naturally hesitated 
to finance the business concerns in such a plight. But it was 







* Speech of the President Schimakichi Suzaki at the General Meeting of 


shareholders of the Industrial Bank held on 5th Februa 1990—TPifty.0i 
the Bank for the half-year ending Alst I bie, Ten Fifty-sixth Report of 


a * * Filty-ninth Report for the half- l 
~ : all-year ending 30th June, 1931. 
l 3 Hifty-second Report for the half-year ending Slut December, 1927 
r * Fi'ty-eigbth Report for the half-year ending SIst December, 1930. ? 
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evident that thre was a large number of industrial concert 
which, having regard to their state of affairs and their man 
ment in the past, would not only be able to effect their re- 
organisation successfully before long, if financially aided, but — 4% 
would also continue as going concerns with further prospects for _ 
development in the future. Such enterprises undoubtedly 
deserved support. Under the circumstances, the institution as 
the Goyernor pointed out in a recent Report, was not warranted É. 
in sitting still without adopting any measure to meet the situa- 
tion, not only in the interest of national industries but also in the 
fulfilment of the mission and duties of the Bank. Accordingly 
steps were immediately taken to advance money to such business 
_ concerns as were considered to be sound and promising after a 
strict investigation. In the making of investigation, the Bank 
tried its utmost to be prompt and correct and advanced to the best - 
of its ability to all those who were reasonably in need of money. ' 
The Bank with the approval of the Minister of Finance under- 
took to finance the suffering companies and actually advanced 
them a lump sum of 70 million yen.* Mr. T. Yuki, the 
Governor of the Bank, took a leading part in assisting these con- 
-cerns and his statesman-like action to a great extent averted the 
industrial crisis that was threatening to envelop the country in 
1930. The timely assistance rendered by the Bank together with 
the reorganisation effected by the firms themselves contributed 
not only to their own rehabilitation but also to the improvement 
of the position of all the banks that had recklessly financed 
them.” The Bank directed its attention particularly to ration- 
alisation of industries. In this connection it was soon realised 
that co-operation of bankers and industrialists was absolutely 
necessary to lend impetus to the rationalisation of industry. 
The Bank endeavoured to cement more firmly the relations 
between itself and the industries which had obtained assistance 
from it. ‘The institution also felt that it was necessary to see 
that the money supplied was put to the most efficacious, safe 
and sound use and for that purpose decided to go a step forward 
and share in the management and accountancy of the aided 





enterprises so as to ensure the safety of the money. Accordingly 
© Filty-cighth Report for the half-year ending 3let December, 1930 
2 The Vimes ‘Trade and. Engineering Supplement, Banking Number, June 37 
1031, p. 27. 
* he Times Trade and Engineering, Supplement, Banking Number, June 50, 


L, p. 32. 
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—— ace 1930-31 whenever money has been advanced to industrial 


ies, the undertakings have not only been most carefully 


and deliberately investigated but have also been offered ever 


afterwards friendly advice as to their management as a whole or 
as to their accountancy. Able and competent men have also been 
installed in important places in the companies concerned.* This 
policy of co-operation initiated by the Japanese Bank in recent 
years is reminiscent of the practice of the Great “Banks of 
Germany but the analogy is obviously not complete. In many 
instances friendly advice offered by the Bank has not followed the 
reorganisation but hfs preceded it. 
It is interesting to note that the policy of co-operation with 
industrialists adopted by the Industrial Bank has had an impor- 
tant effect on the bankers in general. Many of them are taking 
the same course of action as the Industrial Bank and have entered 
into close association with the industrialists. ‘‘Industrialists 
and bankers have often had heart to heart talk over the adoption 
of joint action for readjustment or betterment of the business 
management with the sole purpose of procuring stable develop- 
ment for the enterprise.’’* The attitude of the Industrial Bank 
has not only engendered joint action and co-operation between 
bankers and industrialists but has even fostered a co-operative 
spirit among the leading banks themselves and has brought 
about a re-orientation of the policy adopted by them in 
regard to industrial finance. An important step forward was 
taken towards the establishment of joint action and co-operation 
among bankers when the Industrial Investigation Association 
was formed. The Association is an organ of enquiries 
for the sound investment of banks and other financial 
institution. In view of the independent investment by banks 
in the past, the advent of the Association has been rightly viewed 
as the dawn of joint investment. Relying upon the activity of 
this Association and the results of its enquiries in a good many 
eases, the banks have acted in concert or formed the financial 
syndicate in supplying the money. The investment in the Kyoto 
Muslim Company and others was a result of the league of the 
leading bankers.” Under the circumstances the authorities of the 
Industrial Bank have also recognised the desirability of the 


i vig ai Report for the half-year ending 80th June, 1981. 
s hid. 


3 Wifty-eigbth and ty-ninth Reports. Alo Japan, To-dsy SANA 
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underwriting and issue of debentures of industrial companies. 

In the recent years the Bank's policy has been chiefly to 
provide first of all money to those concerns which are urgently in 
need of financial readjustment so that they may effect such 
readjustment. Secondary consideration has been paid to demands 
for fresh money. Money has been supplied by making loans or 
underwriting the issue of debentures. With a view to leading 
industrial finance to its normal channels, the Bank repeatedly 
strove to transform loans into debentures or helped the companies 
to convert the higher interest-bearing debentures into lower 
interest-bearing ones, thus giving them relief in the conduct of 
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institution operating jointly to an increasing extent for the 


— 


a 
4 





their business or lightening their burden of interest. In this © 


connection it is interesting to note that as the instrument of 
industrial finance the Bank adopted the positive policy of assist- 
ing even second class business concerns to readjust their internal 
affairs so as to be able to stand on their own legs. The policy 


pursued by the Bank in recent years in financing business con- 


cerns was outlined by the Governor at the general meeting of the 
shareholders held on February 5, 1934: ‘* Industrfal companies 
in particular were enabled to secure a considerable reduction in 
their interest burdens through the conversion of some three- 
fourths of their debentures on more favourable terms. Almost all 
these loans were secured by mortgage and more than ten of the 
issue were raised on the * open end mortgage’ system. This 
improvement in the method of issue was of great convenience to 
industrial companies for they were enabled to float their loans on 
such a rational basis that they obtained in a large measure great 
advantage in the management of their business together with the 
material improvement of their position or its growth.” 

More attention than in the pre-war years appears now to be 
directed towards the supply of long-term money. In financing 
industries long-term money has been supplied as far as possible, 
whenever the industrialists were considered to be fit persons, 
their business affairs were fairly sound and stable and their 
policy of readjusting or improving their affairs definitely known. 

The Bank also tried to raise money for industrial companies 
desirous of obtaining it through the issue of debentures by under- 
writing it. But it was very difficult to obtain adequate finance 


i Sixty-fourth Report for the half-year ending December 31, 1933. See also the 
Times Trade and Engineering Supplement, Banking Number, June 30, 1901 
36—1789 B, = 





: from m m this source, ae conditions” in ‘the money market being 
As such as to make impossible the issue of debentures.*» 
4 The following principles have been laid down by the Bank 
~ in recent years, in close conformity with which the business of 
= financing industries will be conducted henceforth * :— 


1. The term of the loans is to be a long one. 
ar see 2. The debentures should be issued on sound mortgages (of 
= immovable property). 
3. Good use is to be made of the principles of the Dii 
funds Eymen: 


— 
4. Close touch should be maintained with the — 
` management. 


` Industrial Finance for'Small and Middle Class Men in Industry : 


Along with the rationalisation of industry, the special 
“attention of the Industrial Bank in the post-war years has been 
directed towards the provision of finance for small and middle- 
sized industries. In the beginning the Bank was specially 
interested in the heavy industries. Other large-scale industries 
and public utility companies gradually came to obtain a 
considerable measure of the Bank's assistance. The assistance of 
the Bank is no longer confined to the large-scale industries 
only. On the contrary, the Bank has been taking the greatest 
pains for financing small industries. It has now acquired more 
than 15 years’ experience since the policy of financing small 
industries was begun by the Bank ; and since the earthquake of 
1923 and particularly since the financial panic of 1927, the Bank 
has been exerting itself in this direction even more actively. 
It has been recognised that an urgent need of the present times 
is finance for small industrialists and it has been the declared 
policy of the Bank in recent years to. make particular and 
constant endeavour to supply their financial requirements. The 
provision of financial facilities.for small industries is receiving 
the increasing attention of the Bank and an improvement is 
being achieved almost every year in this line of business. A 
careful perusal of the semi-annual reports of the Bank discloses 
that the institution is constantly alive to the difficulties 


g ! Sixty-firet Report ox the half-year en June “30, 1932. 


- = > #ilty-ninth Report for “the half-year Jone 30, 1981, Also Sixty. third 
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experienced by small and medium-sized industries in raising their 
required finances ; and is persistently moved by an intense desire 
to do all-it can for them. 

In the latter half of 1931 the Bank took steps to enlarge 
yet further its policy of financing small industries and to increase 
its efforts in that direction. ‘Towards the close of 1932 a further 
necessary extension was made in the facilities of this particular 
department of the Bank’s business and an improvement was 
also achieved in the methods of operation. It increasd the 


number of staff in charge of this particular department of opera- 


fions and scrutinised closely the real situations in the enterprises 
involved in order“to meet their needs justly, promptly and 


appropriately." Before granting its assistance, the Bank», 


conducts a close investigation into the personal and material credit 


of the applicants as well as into the conditions of the business. + 


Assistance is rendered to such concerns only which have been 
fairly good or are likely to grow with such help. 

Advances are made to the small industrialists on the security 
of factory, machinery, and real estate. But attention is no 
exclusively confined to the material credit of the .applicants for 
loans. Their personal credit is also taken into account. There 
are several instances where material security has been absolutely 
disregarded. Where the borrowers have been of particularly 
reliable character and ability and have been able to show excellent 
business records, the Bank has not hesitated to meet liberally the 
financial needs of these enterprising men, even if they have been 
unable to offer adequate material se@urity. The Bank has 
adopted since 1930 another policy for financing small industries. 
As the security offered by small and middle-class men in industry 
is in the main deficient, the Bank has decided to have recourse 
to the plan of making a loan to a group, the members of which 
will be individually liable for a fixed amount.* A constant watch 
is kept over the management of the concerns after they have 
received the assistance of the Bank. The attitude of the Bank 
to the small industries appears „to be markedly sympathetic and 
full.of solicitude for their welfare. Even in those cases where 
the Bank finds itself unable to offer its assistance on account 
of something being wrong with their management, it 
does not, as a rule, show its cofd shoulders and drop 


1 Sixty-second Report for the half-yean ending December 3L, 1982, 
3 Fifiy-eigbth Report for the half-year ending December 31, 1927. 
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any such — to improving their 
| condit ‘Offers itself as their adviser and takes a great deal 
| a i to point out to them what means should be adopted to 
~ put their house in order. Thus the door is not shut against their 
x future financial assistance and the policy actually paves tie way 
= for the provision of financial facilities at some other time.* i 
i The results of the policy have been particularly happy. 
~ Many businesses, otherwise Todifferent in the management of 
- their affairs, have actually bestirred themselves to improve their 
condition and get into a position to qualify themselves to obtain 
an accommodation from the Industrial Bank.* In financing small 
industries as in the case of large industries the Bank has not 
‘simply supplied the money but in co-operation with the 
industrialists has also given them its good offices for readjustment 
or improvement of their business.” Financing of small industries 
in small amount has now extended over the whole country. 
Having regard to the real needs in the industrial centres 
throughout the country, the Bank is trying to facilitate still 
further this kind of financing by making enquiries into applications 
even from remote places or making provision for facilities 
of several- other kinds. The Government of Japan which take 
: a great deal of interest in the welfare of small industries have 
utilised the Industrial Bank as a channel, since the earthquake 
of 1923, through which to extend their financial assistance to 
_ small men in industry. The Deposits Bureau of the Government 
_ decided after the panic of 1927 to loan 50 million yen to small 
borrowers through the Industrial Bank, the Hypothec Bank and 
the Co-operative Societies’ Central Bank. The rate of interest 
. for these loans was 5% to 64% and the maximum was limited 
to 3,000 yen. Again, we find in a Report of the Bank that 
when the Government decided some time ago to advance for 
industrial purposes to the small industrialists and traders in the 
area covering 2 urban and 17 prefectures, as much as 10 „271,000 
_ yen was apportioned to the Industrial Bank. The Bank deter- 
— mined the terms of aflvances to these classes in the three cases, 
viz., of making the loans directly, through ordinary banks, and 
through the associations of the industries and export e. 
~ Financing of small industries was further facilitated in this way. 
ae st by the ———— 
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bas been particularly great after the earthquake and the 
financial panic of 1927. Besides the usual advances, emergency 
loans with a special lower rate of interest were frequently made. 
The Bank has financed various kinds of small businesses covering 
many ramifications of the manufacturing industry. The 
chief among them are sawing, -wood-working, furniture, printing, 
book-binding, machines, tools, ice-making, celluloid articles, 
plating, glassware, food, hosiery, textile goods, dyeing and 
rubber. Figures showing total advances and the number of 
unts in which they were made are available for the following 





a 
small industries * :— 


Small Industries 


Total Advances Number of 
(in millions of yen). Accounts. 

1. Machinery manufacturing nee eee 217 
2. Chemicals <P — — AO 290 
3. Saw milling So ae ire, ae 217 « 
4. Printing and Book-binding a "48 289 
5. Spinning and Weaving — ie O 401 
6. Foodstuffs ts * ae free . 319 


An analysis of the advances made by the Industrial Bank 
conveys the definite impression that loans to smaller or minor 
industries are rapidly mounting.. During the half-year ending on 
31st December, 1927, of the total amount of loans for the term, 
viz., 307,794,000 yen, loans for smaller industries amounted to 
12,390,000 yen.” In the next half-year ending on 30th June, 
1928, 24,090,000 yen out of a total amount of loans of 
314,640,000 yen were advanced to smaller enterprises, the 
borrowers numbering 1,369. The emergency loans with a special 
lower rate of interest already referred to for business enterprises 
in the local districts totalled 897,730 yen.” For the next term 
which ended on 31st December, 1928, loans to the smaller indus- 
tries rose to 28,487,000 yeñ, the borrowers numbering 1,764 out 
of a total loan balance of 323,824,000 yen. The emergency loans 
during the same period amounted to 1,635,000 yen, the number 
of borrowers being 763.* At the end of the term on 30th June, 
1929, the amount loaned for small industries was 19,170,000 


Herbert Bratter, Japanese Banking, p. 181. 

Pifty-second Report of the Industrial Bank of Japan, December 31, 1%27 
Pifty-third Report of the Todustriea! Bapk, June 30, 1928. 

Fifty-fourth Report of the Industrial Bank, December 31, 1028. 
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nr — out of a total amount of loans of 350,960,496 yen, the number 
_ Of borrowers being 1,770." During the next period, i.e., the half- 
ai hat ending on 31st December, 1929, such loans amounted to 
4,759 yen out of a total of 380,630,073 yen, distributed 
yg 3,039 borrowers.* The following table illustrates’ the 
rapid growth of such loans ın more recent years * :— 


Hall-year ending Advances to «mal! Number of Total Advances 
Industries (Yen). Borrowers. (Yen). 
~ O" June 80, 1980 ... 28,100%482 3,422 379,663,000 
— Dec. 31, 1980 ... 1,418,100 828 69,207,000 
> Tung’ 30, 1931 ... 45,390,000 4,521 456,600,000 
= >” Deot:31, 1981 ... §0,248,000 4,845 486,003,000 
S n n = June 80, 1982 ... 52,197,000 4,964 484,110,000 
©. Dec. 31, 1932 ... 53,248,000 5,035 476,090,000 


The figures given above strikingly illustrate what an 
important proportion of the total loans of the Bank is made up of 
the small loans business. Such loans showed a remarkable 
tendency to increase and reached the peak at the end of December, 
1931. There was a tremendous rush of applications for loans 
from small industrialists in that yea But since then the 
demand for loans Trom them has tended to decline. This is 
partly due to the economic recovery of the world, but partly due, 
doubtless, to the fact that the Bank had supplied ample funds 
when they were urgently in need of assistance. Thanks to the 
Industrial Bank's efforts, they are now very well financed.‘ 

As regards the result of the business operations of the Bank, 
‘Although it incurred sevefe losses owing to depreciation of real 
estate and security values when the shipbuilding and other 
industries were caught in the post-war slump, it is satisfactory 
to note that the institution has achieved a fairly favourable record i 
in recent years. The result of the loans has been in general very 
good. The assistance rendered by įt^in the sphere of industrial 
reorganisation has promoted a great deal the rationalisation 
movement in Japanese industry.” Its mission as one of the special 
financia} institutions of the State has been accomplished to a 
great extent. Borrowers both large and small of the’ Industrial 


. 


Filty-üftb Report of the Tndustrial Bast? June 30, 1929. 
Vifty-sixth Report of the Todustrial Bank, December s1, 1929. 
Data collected from various Sagni-A 
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Bank have been able to repay their loans generally ; and even the 
money that was advanced during the industrial crisis of 1930 
has been collected fairly largely. The policy adopted by the 
Bank in helping industrial companies to convert their loans in 
long-term ones or debentures issued by them has in a 
measure been responsible for this collection. Thus the borrowers 
weré not only relieved from anxiety about their finances but the 





crisis in the industrial circles was also averted. This, as the 


Governor observed in the 39th Report, must be regarded as the 


fulfilment, in part, of the functions of the Bank to the satisfaction 


ofall. The recent business reports of the Bank amply show 


that it has exerted its full strength for the executions of its®— 
mission as a special financial institution. It has maintained its”. 


established policy and has continued its efforts to render financial 


assistance to its clients and industrial companies for ensuring 


their sound financial standing and expansion in their business 
undertakings. It performs a very important function in the 
industrial life of Japan. At no time perhaps were its services 
more needed than during the world depression. Ever trite to 
its mission and faithful to its traditions, the Bank rose to 
the height of the occasion and generally extended its sympathy 
and assistance to thé sorely stricken „industries of the 
country. In assisting a large number of industries, it, however, 
observed a cautious and discriminating policy, insisting, 
wherever necessary, on reorganisation and rationalisation as a 
condition of its assistance.’ The industrial crisis which was 
threatening to envelop Japan in the avtumn of 1930 was, it may 
be recalled, averted by the statesmantike action of Mr. Yuki, the 
Governor of the Bank. 

~ The industrial development of Japan has progressed at 
immensely rapid strides. Between 1895 and 1928 she achieved 
an almost spectacular dev@élopment and her mainstay was trans- 
formed from agriculture to-industry. In tstimating the share of 
the Industrial Bank in this amazing industrial progress of Japan, 
however, the influence of other factors should not be forgotten. 
The Industrial Bank is not the only factor in Japanese industrial 
financing. The Hypothec Bank, which was designed on the lines 
of the French ` Credit Foncier ` to make loans on immovable 
property, also engages actively in industrial financing. The 
Deposits Bureau of the Government lends considerable sums 


t The Statist, November 17, 1934, Inte?Pnational Banking Section, p. 757. 
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the to smaller industries. In recent times the 
Bureau has also begun to play an interesting part in underwriting 


debenture issues. In 1929 it was reported to have underwritten 
a 20 million yen Daido Electric Power Company issue. The part 


it t6ok i in the post-war financing of industry has been remarkable. 
It is ever extending its activities and in 1929 it was announced 
that it would*advance money on security of fire-proof and quake- 
proof buildings in Tokyo and its vicinity.’ 

The local agricultural and industrial banks, which are in 
effect branches of the Hypothee Bank in different prefectures, 
also play a part in the financing of industries because, besides 
„making loans to agriculturists and public bodies, they extend 


their assistance to manufactures also. 


The commercial banks of Japan have also a share in 
industrial financing. There is a persistent tendency on their part 
to make extensive loans by way Of accommodation to industrial 
concerns. In more recent times, it may be recalled, owing to an 
influx of deposits into the commercial banks especially after the 
1927 crisis, their tendency for industrial financing has consider- 
ably increased. Instead of competing with one another to attract 
deposits, they are now competing in underwriting the issue of 







“debentures.” Besides the commercial banks, savings banks play 
an important part in industrial financing, as they are large holders 


of securities. At the end of June, 1929, they held 852,955,900 
yen so invested, as compared with 3,277,732,000 yen held by 
ordinary banks and 754,657,000 yen held by the special banks.” 
Judging from conditions on March 31, 1929, one-half of the 
securities held by the savings banks consists of other than 
Government bonds. These savings banks are permitted to take 
up or purchase, with the approval of the Minister of Finance, 
debentures and stocks of companies and to make loans on pledge 


of the said securities and also on mortgage of real estate. This 


activity of the Japanest savings banks is somewhat akin to that 
of their American rivals but the latter are invariably restricted 
to first class bonds only (and not shares also) in the matter of 
their investments. 

Prifate bankers like the Focus houses of Mitsubishis, 
Mitsuis, Sumitomos and Yasudas have also been —— for 








+ Japan Advertiser, se 9,300, 9. s -i "P * 
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~ many of the new industries of Japan. These powerful bankers 
have extended their activities in the industrial field. There are 
probably few enterprises of importance in Japan in which at 
least one of the groups has no interests. The most powerful 
banking houses are primarily industrialists themselves. * 

The insurance companies of Japan have considerable invest- 
ments in mortgages on real estate and on factories as well as in 
security loans. ‘Thus they also play a large part in the long-term 
financing of industry. Their investments and loans on security 
have been rapidly mounting in recent years.’ 

=~ Last but not least, the rôle of the Government must not be 
forgotten in this connection. ‘They have had a big share jn the 
rapid industrialisation of the country. 

ë Without attempting to minimise the importance of other 
factors in Japanese industrial financing, it must be recognised 
that the Industrial Bank had @ considerable share in financing 
the economic development of the country, At the same time, 
however, it must be pointed out that the Government of Japan 

° completely identified itself with the working of the Bank. Indeed, 

the Bank would have found it difficult to function, iff the Govern- 
ment had not taken such a keen interest in its affairs and had 
not helped it with the immense resources of the Deposits Bureau 
and in various other ways. * 


. 


— 


— 


t ‘Thirty-fourth Pinanctal and Economic Annual of Japan, 19%, pp Lis-1y. 
i 86—1789 B, eb, ; 
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INDUSTRIAL MortTGaAGrR BANKS IN Post-WarR EUROPE ' 


iy. The Industrial Mortgage Bank of Finland, Ltd.” 

The Industrial Mortgage Bank of Finland was one of the 
earliest and most important of the institutions that were 
established in post-war Europe to grant long-term credit to 
industry through the issue of mortgage bonds. The name of the 


Bank in Finnish, as given in the Articles of Association, was 
= G 


~ Suomen Teo-lliuus-Hypoteekkipankki O. Y.” and in Swedish 
' Industri-Hypoteks banken-i-Finland A. B.” It was founded 
in 1924 with a paid-up share capital of 50 million Finnish marks, 
divided into 5,000 shares of 10,000 marks each. It was 
empowered to issue bonds. By an amendment of the Articles of 
Association, made on April 11, 1934, the total amount of the 
outstanding bonds of the Bank was limited to ten times the 
amount of its share capital and reserve fund. The Bank was 
further gntitled to take up short-term credit not exceeding double 
the amount of the Bank's own funds, provided the security for 
the credit did not consist of the Bank’s own bonds.’ 

For some time before the establishment of the Bank 
negotiations had been taking place between the Bank of Finland 
und the largest jointstock banks and the leaders of Finnish 
industry for the purpose of establishing a mortgage bank for the 
industries of the country. The idea was to obtain capital from 
foreign countries on reasonable terms by means of bond issues 
and to use the funds thus obtained for Advancing amortisation 
loans to industrial enterprises on mortgages of their real estate, 
ground, forests, water-power and factory buildings. The plan 


* 
1 The substance of this Chapter appeared in the form of a series of articles in the 
Caleutta Review, June, Joly and September, 1934. 

> The entire informatiop about this Bank has been obtained direct from Finland. 
Mr. Gustaf Fogelholm, the Managing Director of the Bank, kindly replied to a detailed 
questionnaire framed by the writer and also furnished him with the Annual Reports. 

lance *, and Artiales of Association of the Bank, 

i a I, Sec. 8, Articles qf Association —— L April, 1934. 
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> 


a 
- attracted the attention of the Government, who considered the 


-~ Matter to be one ‘of great public interest and on the 26th May, 
1924, laid before the Diet a proposal for a State guarantee of a 


foreign loan not exceeding the equivalent of 500 million Finnish 
marks.* | : 
The scheme submitted to the Government for the statutes of 
the proposed Bank was confirmed on 5th June, 1924, and the 
constituent meeting of the shareholders of the Bank was held on 
the following day. It was announced in the meeting that the 
entire share capital of the Bank had been paid up on the same 
day. ‘The shares were divided into two series, of which 80% 
belonged to series ‘ A ' and 20% to series * B.’ The * A ’ series 


of shares was taken over by the founders, the participating banks, » i 


viz., A. B. Nordiska Forenings banken, Kansallis-Osake-Pankki 
and Helsingfors Aktie bank; the remainder, the * B’ series of 
shares, was to be taken over by those owners of industrial enter- 
prises who would receive financial assistance from the Bank to 
an amount equal to a fixed percentage of their borrowings.* 

The object of the Bank was to supply the long-term credit 
requirements of the industries of Finland by granting.amortisation 
loans to industrial enterprises on mortgage of their real estate, 
ground, machinery, forest, water-power and factory buildings in 
Finland, in accordance with the law for mortgage in force.’ It 
did not provide initial capital to industrial concerns by subscribing 
to or underwriting their shares. The provision of working capital 
to industry was not also its business.‘ The amount of loan 
granted in each case should not exceed 50% of the appraised 
value of the industrial property mortgaged. Two unprejudiced 
specialists were to be employed by the Board of Directors forthe 
purpose of valuation. In assessing the value of the property, 
attention was to be paid not simply to its value as such but also 
to the security whith the undertaking represented by its 
remunerativeness in regard to payment of interest and amortisa- 
tion. The period for amortisation of loans was not to be more 
than 25 years.” The buildings and machinery belonging to the 
borrowing industrial undertaking must be insured against fire in 


= 


1 Heport of the Industrial Mortgage Bank of Finland. Ltd.. 1921, Helsingfors, 192 

2 Letter to the writer from the Managing Directdr, Mr. G. Fogelholm. in reply 
Yo a questionnaire, dated the 6th November, 1904. 

a Ch. I, See. 1, Articles of Association, 1931. a 

4 Letter to the writer from the Managing Director of he Bank, Sp. ot 

s Ch. II, Bec. &, Articles of Association.* 
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an institution approved by the Board e a loan can be granted. 
According to Sec. 6 of the Bank's statutes, the, borrowing 
enterprise should also furnish, besides the mortgage deed for the 
nominal value of the loan, a separate interest-bearing undertaking 
for an amount equal to 50% of the nominal amount of the loan, 
as security foñ which a mortgage should also be obtained." ‘The 
Bank could not lend more than 15% of its total borrowing to one 
and the-same industrial undertaking." 

The Board of Directors of the Bank consisted of seven 
members, of whom one member was appointed according to the 
instructions of the Ministry of Finance because of the guarantee 
given by the Finnish State to the bond loans taken up abroad 

< by the Bank. This member participated in the management of 
the Bank on the same right and in the same way as the other 
members of the Board. The other members were elected by the 
participating banks and the borrowers of the Mortgage Bank. 
Originally it was laid down by the statutes that the owners of 
shares belonging to series ‘ A ° should elect 3 members and those 
of shares belonging to series ‘ B ' another 3 members. At a 
special meeting of the shareholders held on 25th June, 1924, 
the statutes were altered, in compliance with the wishes of the 
syndicate granting the bond loan, in such a manner that the 
holders of ‘ A ` shares would elect 4 members and those of * B ° 
shares 2 members.” The amendment was confirmed by the 
Government on 10th July, 1924. The Board of Directors were 
to determine the bases and detailed instructions for the valuation 
of property on which loans were to be granted; to decide as to 
the issue of bond loans and other loans on behalf of the Bank and 
as to the security to be provided for them ; and to determine the 
general conditions of loans. 

The Bank had to transfer 25% of its annual profits to 
a Reserve Fund until the fund amounted to 259 of the share 
capital and thereafter not less than 5% until the reserve fund 
amounted to 50%, of the share capital. A dividend not exceeding 
6% might only then be paid out to shareholders. Of the 
balance remaining, one-half should be transferred to a fund for 
redeeming the guarantee undertaking referred to above.“ ` The 
remainder was at the disposal of the meeting of the shareholders. — 


the Articles of Association. 
° 
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-7 "The loss in any year was to be covered in the first instance by 
— profits and the reserve fund. But if these were 
not sufficient to cover the loss, the Bank was entitled to have 

' recourse to the undertakings delivered by the borrowers in addition 

~ to the mortgage deeds, the required amount being divided among 

all the borrowers in proportion to the outstagding amounts of 
loans. 

The Bank's negotiations for obtaining a bond joan from 
abroad were completed early in July. An American consortium 
with Messrs. Lee Higginson of Boston at its head, agreed to 
grant to the Bank a bond loan of 12 million dollars at 7% 
interest; and the agreement was signed on the 7th of July in 
London. As soon as the bond loan was settled, the Board took 
steps to organise the business of the Bank with great care and 
effort. The principles and manner of valuing the different forms 
of real estate to be mortgaged.as security by the borrowers, forest 
land, machinery, and water power, were carefully determined ; 
and a staff of technical experts was employed to assess properly 
the value of these properties. Thus at a meeting of the Board 
held on 2nd August, 1924, separate ** assessors `" were appointed 
for valuing different forms of industrial property: two for 
buildings and machinery, two for landed and forest property and 
three others (two being regular and one a substitute) for water 
power. In consultation with these *' assessors ' the Managing 
Director framed questionnaires to which prospective borrowers 
were required to reply. Besides these specialists, the Board 
had already selected as early as July three other gentlemen to 
participate in the capacity of experts in the decision of important 
questions by the Board.* < 

At meetings of the Board, held on 30th July and 4th August, 
1924, terms were drawn up for the amortisation loans which 
the Bank would grant out of the funds secured by the bond loan 
on real estate seeurity as prescribed by the statutes. The debt 
undertakings were to be made out in dollars and would bear 
interest at 74% and be amortised by means of equal payments 
to be made semi-annually during the same period as the Bank's 

nd loan, i.c.. 20 years reckoning from Ist July, 1924. The 
same capital rebate as allowed on the Bank's loan would also be 
allowed on the amortisation loans. ‘These terms were outlined 


1 Ch. FV, See. 23. r» 
3 Report of the Industrial Mortgage Bank, Finland, 1924, Helsingfors, 1925. 
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— in detail in a prospectus which was issued to owners of Finnish 
= industrial concerns. X EEL — 

The Bank began operations on 21st August, 1924. Appli- 
cations to be sent in before the 15th of October were invited for 
loans from owners of industrial concerns in Finland by issuing 
notices in the press. One hundred and five applications for loans 
were received, amounting to a total of 560,255,000 Finnish 

* marks. These applications were dealt with during October, 
November, and December, Sixty-two applications totalling 
41,680,000 Finnish marks were refused and 27 amortisation 
loans were granted altogether for 387,824,814 Finnish marks 
equivalent to $9,768,887 (at an exchange of 39.70). Of this 
sum 259,787,311.70 Finnish marks (equivalent to $6,543,761) 
were taken up during the year. There still remained 16 
applications amounting to 130,750,186 Finnish marks to be 
dealt with while, of the funds obtained through the bond loan, 
76,665,186 Finnish marks only were still available for disposal, 
when the year closed.’ 

The value of the property mortgaged by the borrowers as 
security for the amortisation loans granted during the year was 

~ assessed at Finnish marks 1,060,678,701.25. The loans granted 
thus represented on an average 36.6% of the assessed value of 
the mortgaged properties and afforded ample security to the 
Bank. 

After five years, the Bank was again able in 1930 to assist 
Finnish industry by the grant of amortisation loans. It took up 
in that year a fresh bond loan of £2,000,000 at 6% to be redeemed 
by annual instalments in 25 years (15th April, 1955). The 
contract for the loan was concluded on April 15, 1930, between 
a syndicate composed of several financial institutes,? the Bank 
and the Government of the Republic of Finland which signed a 
guarantee for the loan. According to the terms of the contract 
the proceeds of the bond loan were to be employed for grai ting 

_ amortisation loans to industrial concerns in Finland against a 
first or second mortgage on real estate belonging to them. The 
mortgage deeds of the amortisation loan were to be deposited 


with the Ministry of Finance as soon as they were duly comple 

L Heport of the Industrial Mortgage Bank of Finland, 1924, Helsingfors: 1925. 

* They were—Hambros Baak, Ltd., London; J. Henry Schroeder & Co.. 

a London; Mendelssohn & Co., Amsterdam; Nederlandsche Handel Maataschappij 

N. Vu Amsterdam; Stockholms Enskilda Bank, Stockholm; the Bank of Finland, 
_ A. B Nordiska Forenings banken, Kaneallis-Osake-Pankki and Helsingfora Aktie bank, 

f —all in Helsingfors. it 2 —— È 
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* The D n of the bond loan were paid to a special account 
in the of Finland. The Industrial Mortgage Bank 
would — produce a certificate from the Minister of Finance 
that the mortgage deeds had been deposited with the Bank 







_ Inspectors, or other approved securities equivalent to a corres- 
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temporary security. It was also proposed that 


ponding amount had been presented, whenever it wanted to 
draw upon the proceeds of the bond loan deposited in the Bank 
of Finland. As the completion of mortgage deeds takes a long 
time in Finland, the Board of Directors of the Mortgage Bank 


=~ submitted to the Minister of Finance that the joint sureties 


of the three participating banks should be accepted as the 
, in those cases 
in which the mortgages could not be completed at once, the Bank 
would pay the amounts of the loans for the amortisation loans 
granted on the temporary surety of one of these banks, in 
which case the joint surety of the three banks should remain in 
force, until all its mortgage deeds duly completed had been 
deposited with the Bank Inspectors, to whom the Ministry of 
Finance had entrusted the charge of these documents. The 
proposal was approved on 15th April, 1930, artd immediately 
afterwards the joint surety undertakings of the three shareholding 
banks were deposited there. ‘The terms for the amortisation 
loans to be granted out of the proceeds of the bond loan were 
decided by the Directors at their meeting held on the 23rd of 
April, 1930. The same term of amortisation was fixed as for 
the bond loan: the same capital rebate was also to be allowed as 
on the Bank's bond loan. ‘The annual instalments were to be 
paid every six months at the rate of 3.995% of the nominal 
amount of the loan, equivalent to an annual rate of interest of 
6.2%. The mortgage deed and the guarantee of 59% of the 
amount of the loan as demanded by the statutes of the Bank were 
to be made out in pounds sterling.’ — 

Ag before,. notices were issued in the press inviting 
applications for loans from Finnish industry. During May, 1950, 
128 applications were received, ~ totalling Finnish marks 
938,272,150. One hundred of these were refused and one was 
left undecided, the valuation not being ready when the year 
closed. - The remaining 27 applications amounting to Finnish 
marks 380,302,350 (£1,971,500) were granted. The total 
assessed value of the industrial property hypothecated to the 






+ + Keport of the Industria! Mortyage Bank, of Finland, Ltt 1930, Kuopio, 1931 
a * 


Fuir, 








286 INDUSTRIAL FINANCE IN INDIA * 





Bank as security for the loans granted amounted to Finnish 
marks 1,188,650,746. The amount of the loan, therefore, 
represented 32% of the total mortgage valuation. But in 
several cases the securities of the loans granted consisted of 
second mortgages. There were earlier mortgages on the 
property amounting to Finnish marks 126,209,960 or 10.6%. 
These mortgages consisted mostly of the securities for the dollar 
loans issued by the Bank in 1924 and 1925. 

By 1932 the mortgage deeds for the 45 mortgage loans 
granted out of the funds obtained by the Bank from the bond 
loan of Ist July, 1924, were duly registered and deposited with 
the Bank Inspectors. Of the 28 mortgage loans granted from the 
proceeds of the bond loan of 15th April, 1930, 20 were also duly 
registered and deposited. No new mortgage loans were granted 
during 1932" and 1933." A new 6% bond loan for 5 
years was issued by the Bank in 1934. The object was to 
obtain the necessary funds for redeeming the entire outstanding 
amount of $6,300,000 of the bond loan of 12 million dollars issued 
in the United States in 1924. The Government transferred 
to this loan the State guarantee granted on the dollar loan. It 
was underwritten by a syndicate consisting of A. B. Nordiska 
Forenings banken, MKansallis-Osake-Pankki and Helsingfors 
Aktie bank.” In accordance with a decision of the Board of 
Directors, 11 mortgage loans were granted during 1935 to the 
total amount of Fmk. 47,500,000 out of the funds deposited in 
Finnish banks.* The Bank furnished assistance to middle-sized 
firms as well as larger industrial concerns. Its assistance was 
generally confined to the export industries, owing to the condi- 
tions of the guarantee granted by the Government for its bond 
issues. Both the bond loans of 12 million dollars and 2 million 
pounds were guaranteed by the Government. There was no 
system here, as in the case of the Industrial Bank of Japan, of 
the Government lending to it at favourable rates of interest. 
The Bank did not work as a commercial bank but only for its 


pe 


Report of the Industria) Mortgage Bank of Finland, Ltd.. 1932, Kuopio, 1933, 
Report of the Industrial, Mortgage Bank of Finland, Ltd., 1933, Helsingfors, 


Keport of the Industrial Mortgage Bank of Finland, Ltd., 1934, Helsingfors, 


sug7, PONE Of the Tudustrial Mortgage Bank of Finland, Ltd., 1936, Helsingfors, 
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industrial customers. It made no short-term loans ; it discounted 
no bills’: and it accepted no deposits, either long or short’ 
The financial results of the Bank’s business, as seen from 
the latest balance-sheets and profit and loss accounts, were not 
unsatisfactory. The annual profits for 1930, 1932, 1934 and 
1936 amounted to Fmk. 651,346.19, Fmk. 3,237,122.03, Fmk. 
1,270,081.41, and Fmk. 30,11,397.36 respectively. In estimat- 


ing the profits of the Bank, the high amount of taxation paid 


should be taken into consideration. Finnish limited liability 
companies had to pay an unusually heavy income-tax as well as 
a tax on property. ‘The amount which the Bank had to pay as 
taxes every year was not inconsiderable.? This acted as a great 
burden on the institution and put great difficulties in the way of 
its fulfilling the task of arranging cheap long-term credits for 
Finnish Industry.” It is satisfactory to note that as regards its 
mortgage loans, the Bank was not obliged to protect its rights 
at any forced auction nor to resort to any other legal measures 
for collecting its claims.* 

The Bank's own bonds outstanding at the end of various 
years between 1924 and 1934 are given below (in Fmk.)":— © 


1924 1930 1932 1933 194 


476,400,000 719,940,000 645,511,290 613,556,307 8,753,819 


II. The National Hungarian Industrial Mortgage Institute, Ltd." 


Like the Industrial Mortgage Bank of Finland, the National 
Hungarian Industrial Mortgage Institute was specially designed 
for granting long-term amortisation loans to the industries of 
Hungary. It was founded in 1928 by the Royal Hungarian 
Treasury and the National Union of Manufacturers (Gyariparosok 
Orsziigos Szévetsegé)’ of Budapest under Law XXXI of the same 


1 Source: Letter from Mr. Gustat Fogelholm, the Managing Director of the Bank, 
dated the 25th September, 1933, replying to a questionnaire framed by the writer. 

2 For instance, the Bank paid as taxes Fmk. 539,096.60 in 1930 and Frmk. 
759,015.70 in 1932. 

» Heport of the Industrial Mortgage Bank of Finland, Ltd., 1990, Kuopio, BSI. 

é Keport of the Industriat Mortgage Bank of Finland, Ltd., 1936, Helsingfors, 
1037. 

5 Halance-Sheeta of the Industrial Mortgage Bank of Finland, Ltd., for the years 


p 1024, 1030, 1932, 1933 and 1934. 


6 The requisite documenta were obtained from the authorities of the Institute in 


* Budapest with the assistance of the Royal Hungarian Consul in India. 


s #7 ~“ Federation of Hungarian Iactary Industries.” 
871—1789 B, 
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year. Unlike the Finnish institution, the State participated 


the share capital of the Institute. The Royal Hungarian 


a 
k 


Treasury subscribed to 80% of its original capital which 


amounted to 10 million pengos (i.é., $ 1,749,000) consisting of 


10,000 shares, each share having-a nominal value of 1,000 
pengos. The remaining 20% of the shares was subseribed by 
the National Union of Manufacturers and its Industrial Member 
Unions. According to the Articles of Association, only 30% of 
the original capital had to be paid forthwith." According to 
the latest balance-sheets available, 60% of the authorised and 
issued capital of the Institute, i.e., 6 million pengos, was paid 
up. The Royal Hungarian Government exercised supreme 
control over the Institute through its Minister of Finance. The 
latter appointed a commissioner who permanently supervised the 
carrying on of the business of the Institute in accordance with 
the Law and Articles of Association and also controlled the issue 
of bonds, which must bear his certificate. He had access to all 
papers and documents and was bound to attend the General 
Meeting of the Institute and might attend any meeting of the 
Board of Directors and of the Council of Supervision. Any 
resolution passed by the General Meeting or the Board which 
was not consistent with the Laws or Articles of Association of 
the Institute might be vetoed by him within 8 days from the 
passing of such resolution. All resolutions vetoed in this 
manner were to be held in abeyance pending the decision of the 
Minister of Finance.” 

According to the Articles of Association, at least two-thirds 
of the Board of Directors must be citizens of Hungary. Any 
person who held any office or employment with any other 
Hungarian Institute having a similar scope of business or with 
any financial institute having close connections with indus- 
trial enterprises was debarred from being elected to the 
Directorate.” No loan could be granted if objections are raised 
by two or more members of the Board of Directors. 

Besides the General Meeting of the shareholders and the 
Board of Directors, there is a third organ of the Institute, viz., 

-= 

* Articles of Association of the National Hungarian Industrial Mortgage Institute, 

Cb, II, para. 6, 


* Chapter VITI, paras, 38-41 of the Articles of Association, adopted at the 
constituent meeting of the Institute on 29th August, 1928; approved by the Royal 
Hungarian Minister of Finance in concurrence with the Royal Hungarian Minister of 
Commerce and the Royal Hungarian Minister of Justice. 

a Articles of Association, Ch. TV, para. 25. 
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the Council of Supervision. No member of the Council could 


accept an office or employment with any other financial institute 
in Hungary as conducting similar business. At least three of 
the members must be citizens of Hungary. The Council 
supervised the carrying on of the business of the Institute in 


all its branches. It could always inspect the books, papers and 


cash in hand of the Institute.’ 

The objects of the Institute were to carry on exclusively the 
following business transactions, viz. :— 

(1) To grant, either in Hungarian or any other currency, 
loans, secured by mortgages registered in the Central Register of 
industrial enterprises in accordance with the Law XXI of 1928, 
to Jointstock Companies and Co-operative Associations carrying 
on industrial enterprises. 

(2) To issue first mortgage bonds on the basis of loans 
secured on the mortgages enumerated in the preceding paragraph, 
made out in the same currency in which the claims constituting 
the underlying security of the issue were made out.” 

The Central Register of industrial enterprises referred to 
above was kept in the Royal Court of Justice in Budapest and 
contained provisions enabling enterprises registered therein to 
mortgage not only their land and immovable assets but also their 
machinery, plants, stocks, work in progress, book debts and other 
current assets.™ Such mortgaging, however, allowed the mort- 
gagor to carry on the business of the industrial enterprise and to 
conclude legal transactions connected therewith and incidental 
thereto, alienating his movable assets and pledging them in 
favour of third creditors.* 

The issues of the first mortgage bonds of the Institute must 
be made with the approval of the Government Commissioner and 
the Trustee of the Bondholders whose representative, like the 
Government Commissioner, had access to all documents and 
papers having reference to the business of the Institute. In 
connection with the issues of such Bonds, there must be 
set aside out of the capital of the Institute a special Reserve 
Fund earmarked to secure such bonds equal to 20% of the 
principal amount of bonds issued. The aggregate amount of 


t Articles of Association, Ch ITV, paras. 50-31. 

2 Articles of Association, Ch. ITT, para. 2%. 

* Taw XXI of the year 1028 on Industrial Bonds, para 3 

4 Law XXI of the year 1928 on Industrial Bonds, pars. 5. o 
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the nominal value of the outstanding mortgage bonds should not 
exceed five times the amount of the Special Reserve Fund of that 
issue.’ This fund must be invested in securities approved by 
the Government Commissioner and the Trustee for the Bond- 
holders payable in the same currency as that of the bonds in 
respect of which such reserve was created.” Besides this 
special Reserve Fund at least 10% of the annual net profits was 
to be carried to the ordinary reserve of the Institute. A portion 
of the remaining profits, not exceeding 5%, was to be applied 
to the benefit of the employees of the Institute. After all these 
deductions were made, the balance was available for distri- 
bution as dividends, but in no circumstances dividends were to 
exceed a rate of 5% per annum on the paid up capital.” 

The Institute granted loans on written application from 
industrial enterprises. The applicants must correctly answer 
the questions set forth in the prescribed application forms 
and must furnish all details regarding their financial position. 
They must also make a statement that they would allow the 
Institute to make full enquiries into their financial situation and 
would authorise the Institute and the Trustee of the Bondholders 
to examihe the books, the way of carrying on their business 
as well as all circumstances connected with their finances.* 
Loans on first mortgages, securing the bond issues of the Insti- 
tute, would oniy be granted provided that— * 


l. Tangible assets (exclusive of goodwill, patents, trade 
marks, ete.) so mortgaged by industrial enterprises were found 
to have a “’ basic value,” by independent valuers employed by 
the Institute, of not less than three times the total amount of 
the loan. The * basie value,’’ which was the basis upon which 
loans were to be granted was estimated by careful computation 
and comparison of the book value, the going concern value and 
the break-up value in a forced sale of the borrowing concern.* 


_ 2. Quick assets of the borrowing enterprise covered the 
principal amount of mortgage loans as to 100%. | 


1 Articles of Association, Ch. IN, paras, 10-11, 


= Articles of Association, Ch, V, para, 85, 


* Letter, dated 26th 
of the — —— October, 1928, from the Chairman and Managing Director 


` Gnara Trus 
para. 10 of the Articles of —— ee ene 1. 
a ~~ 
of Association, Ch, ‘ake para. 43. 
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3. The borrowing industrial enterprise could satisfy the 
Institute that on the basis of its last ordinary closing account 
made up in the then existing gold currency of Hungary, available 
net profits, after due provision had been made for regular 
depreciation of plant, buildings and machinery, for bad and 
doubtful debts and taxes, were suficient for the preceding fiscal 
year to cover the annual interest and amortisation payable on 
the loan not less than three times, and after 1929, only if this 
result was shown on the mean net profits for the preceding three 
years. 

4. The Board of Directors of the Institute were satisfied 
that there were no special reasons to anticipate that such profits 
would not be maintained in future. 

5. No loan should be granted when more than one Director 
objected thereto. 

G. That in lieu of (2), (8) and (4), other appropriate full 
security, approved by the Government Commissioner, the 
Trustee for the Bondholders and the Board of Directors of the 
Institute, was given for the mortgage debt ag to both principal 
and interest." i 

All mortgagors must maintain the conditions as set’ forth 
above and keep the mortgaged properties in first class working 
order and fully insured against damage by fire, acts of God or 
any other castialty and also against chômage (stoppage of 
work). They were to permit the Institute, at any time when it 
or the Government Commissioner or the Trustee for Bond- 
holders considered it necessary, to have an audit or revaluation 
of its assets made.” 

The minimum loan that the Institute might grant must not 
be less than 10,000 pengos or the equivalent in the foreign 
currency thereof. The loan might be given either in ready 
money or in bonds issued by the Institute according to its option. 
The object of the Institute was not to make profits and declare 
very high dividends. Hence the rate of interest to be paid by 
debtor enterprises was not to exceed the rate of interest of the 
bonds to be issued on the basis of the loan. Besides this interest, 
they had to make a fixed contribution to cover the administration, 
management and other expenses of the Ipstitute as determined 


i Dotter, dated October 26, 1928, from the Chairman and Managing Director of 
the Institute to Messre. Guaranty Trust caa pany of New York. (Information issued 
by the Company.) 

2 Articles of Association, Ch. DOI, para. 10. R 
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‘annual cumulative amortisation payments on their debt, 


calculated-in accordance with a regular amortisation schedule, to 
repay such loans with interest by the date of the maturity of the 
bonds in respect of which the mortgages had been created. 

A separate amortisation fund was to be created for each 
issue of first mortgage bonds out of the sums paid in by the 
debtors in accordance with the plan of amortisation on the title 
of principal, interest and annuity-instalments. The amortisation 
fund was to be kept quite separate and distinct and must be 
applied at the earliest date of payment in amortisation of the 
bonds of the Institute. Pending application in redemption of 
bonds, however, the fund might be temporarily invested with 
the approval of the Government Commissioner and of the Trustee 
for Bondholders in— 

(a) Buying fixed interest-bearing securities officially quoted 
on the stock exchange ; 

(b) Advancing loans for a period of not more than 3 months 
on such securities up to the maximum of three-fourths of ‘their 
markef value quoted in the stock exchanges ; 

(c) Discounting bills of exchange maturing within three 
months: and 

(d) Discounting abovementioned securities and coupons 
thereof which fell due or would fall due within the next six 
months. * 

The first mortgage bonds were to be redeemed at their face 
value in ready money within the term indicated on them by way 
of drawings, up to an amount not less than that corresponding 
to the amortisation in accordance with the sinking fund scheme 
of the mortgage loans. The Institute, however, was empowered 
to make at any time extraordinary drawings after having given 
previous notice thereof by advertisement.* 

The mortgagors were entitled to repay their debt in advance 
of the regular amortisation schedule at any time. They might 
even be required by notice topay in advance under the following 
circumstances* : 

(1) When the borrowers were declared bankrupt ; 





* 
* Articles of Association, Ch. X, para. 48. 
2 Articles of Association, Ch, X, para. 51. 
a Articles of Association, Ch, Xn para, 52, 
s Articles of Association, Ch. X, para. 45. 
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(2) When they failed to pay in due time all wages, salaries 
and other preferential liabilities ; 


"(3) When they failed to comply with their obligations under 


contract, inspite of intimation, within the term fixed ; 

(4) When, after the grant of the loan, it appearedethat the 
particulars which they put at the disposal of the Institute and 
which served as the basis of the loan were inconsistent with the 
facts at the time of granting the loan ; 

(5) When, in the course of revaluation ordered by the 
Institute, it was found that the value of the assets mortgaged had 
undergone such changes that the claim of the Institute had 
discontinued im pursuance of the Articles of Association to be 
properly secured. 

Payment of principal made voluntarily in advance of the 
regular schedule would be applied to redemption by purchasing 
bonds of this issue in the open market at prices not in excess of 
par plus accrued interest. If bonds were not available or when 
payments were not voluntary, such payments would be applied by 
additional drawings in respect of the sinking fund. All bonds 
redeemed were to be cancelled. 

As regards the enforcement of its claims, Te Insfitute enjoyed 
special privileges. The law-courts were bound to issue, “within 
three days of a notification by the Institute that a mortgagor had 
defaulted, authoritative decrees for the seizure of the assets of 
defaulting debtors and the sale thereof at auction. Law XXI of 
1928 provided that in case of default or when the claim seemed to 
have discontinued to be properly secured im consequence of 
changes in financial conditions, the courts should, on application 
from the Institute, direct appropriate measures for safety—among 
others, sequestration. The Institute might be appointed sequestri 
curator, if it so desired. The sequestri curator so appointed had 
the right to take possession of the enterprise and carry on its 
business until the legal procedure of the enforcement of the claim 
was completed.* Under the Law, the book entries and accounts 
signed on behalf of the Institute constituted legal proof. 

The mortgages on properties and assets of the borrowing 
industrial enterprises, on the basis of which the first mortgage 





ï Letter, dated the 26th October, 1928, from the Chairman and Managing Directo 
is of the Institute to Messrs. Guaranty Trust Company of Rew York, —— 
by the Company.) 

3 Para. 16 of tho Law XXI of 1928, 
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bonds were issued, were protected from the levy of any execution, 


even for public taxes and except in the case of compulsory 


winding up or bankruptcy, third persons could not acquire any 
rights concerning them.’ 

The» first bond issue of the Institute was an issue of 
$5,000, twenty-year First Mortgage Sinking Fund 7% Series 
: A“ gold dollar bonds. The bonds were in coupon form, in 
denomination of $1,000, and were dated November 1, 1928. 
They were to mature on November 1, 1948. The interest was 
7% per annum payable semi-annually on May 1 and November 1 
of each year. ‘The principal and interest were payable in gold 
coin of the United States, of or equal to the standard of weight 
and fineness existing on November 1, 1928, at the principal office 
of Guaranty Trust Company of New York or at the option of the 
holder at the office of the Institute in Budapest. No deduction for 
pubhe charges or taxes existing or to be imposed hereafter was to 
be made from this interest. The payment of principal and interest 
would be made alike in peace and war irrespective of the citizenship, 
nationality or residence of the holder.” The bonds were issued 
at 949%. 

These $5,000,000 bonds constituted a direct obligation of 
the Institute and were secured according to the Articles of 
Association by— 


(a) An equal aggregate principal amount of first mortgages 
on industrial enterprises ; and à 

(b) A special reserve fund amounting to 20% of the 
principal amount of series ‘ A ' dollar bonds outstanding, to be 
invested in dollar securities approved by the Government Commis- 
sioner and the Trustee for Bondholders.* 

According to the report of the Board of Directors of the 
Institute for the first financial year, long-term industrial mortgage 
loans were made, on the basis of this first bond issue of 5 million 
dollars, to the amount of $3,514,000 up to the 3lst December, 
1929. During the second financial year 1929-30 such loans 
advanced by the Institute amounted to $1,091,000. The total 
amount advanced during the two financial years thus amounted to 
$4,605,000. The sum of $395,000 which was still available 


t Articles of Association, Ch. TI, para. 
- 


1928. 12. Also para. 17 of the Law XXI of 


* Intormation issued by Messrs, Guarant Cam 
; * y Trust pany of New York, 
* ‘The various types of securities held in the Special Reserve Fund set nside to 
secure the first mortgage bonds outstanding are given in Appendix I 
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for disposal was distributed in 1931. There was a large number 
of applications from industrial enterprises both in 1929 and 1930. 
The Institute could not act as promptly as it should have liked in 
the matter of granting the loans because it had to consider 
carefully the effects of the world-wide economic crisis which had 
set in. 

The loans, completing the total $5,000,000 bond issue were 
distributed among the different branches of industry as 
follows’ :— 


Dollars 

1. Iron and Metal industries .. 916,000 (P 5,233,108) 
2. Chemical industries  ... --- 659,000 (P 3,193, 
3. Woollen Cloth manufactories ... 614,000 (P 8,507,782) 
4. Other Textile factories --- 641,000 (P 8,090,733) 
5. Silk ware factories a “xk 463,000 (P 2,645,119) 
6. Printing and Publishing Co. --- 647,000 (P 3,125,011) 
7. China, Fayence and Brick 

manufactories .. 204,000 (P 1,165,452) 
8. Spirit distilleries — 93,000 (P 531,309 
9. Carpet weaving factories Tr 97,000 (P 554,162 
10. Paper mills * ..- 193,000 (P 1,102,609) 
11. Milling industries ; -.. 888,000 (P 2,188,079) 
12. Oil refineries che — 88,000 (P 502,744) 
13. Brush manufactories ... Thee 85,000 (P. 199,955) 
14. Foodstuff factories — .. 267,000 (P 1,525,870) 


$5,000,000 (P 28,565,000) 


The task of the Institute did not end with the granting 
of the loans. For the protection of its interests it always 
kept an anxious and critical watch over the financial position 
and management of the borrowing industrial enterprises. On 
the basis of the experience gained in this connexion, the Institute 
proved to be of much useful service to its debtors in promoting 
their interests in various ways. 

In estimating the financial results of the Institute's assistance, 
account must be taken of the effects of the prevailing economic 
depression upon every trade and industry. From the very second 
year of its existence, it had to carry on its activities under the 
shadow of the most wide-spread economic crisis the world had 
ever known. ‘The gloom deepened more and more as years rolled 
on. In the circumstances, the scope of its activities had to be 
considerably restricted. When it had completed the granting of 


i Report of the Board of Directors of the National Hungarian Industrial 
Mortgage Institute, covering the second financial year from 3lst December, 1929, till 
Ylst December, 1930, Budapest, 1931. a 
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ssue of bonds and of further granting of loans during the 


‘third financial year.* In consequence of the acute financial crisis, 
a number of the Institute’s debtors also defaulted and became 


insolvent. There was one instance of insolvency during the first 
financial year, but as regards that the claims of the Institute 
happened to be fully secured.* During the next financial year, 
two factors became insolvent; but considering the great economic 
importance of these factories, the Institute, as sequestri curator, 
succeeded in maintaining them in operation after foreclosure.” 
One of these was an important textile factory. The smaller 
borrowers of the Institute became insolvent during 1930-31 and 
during the next financial year, four companies, three of which 
belonged to the iron and steel manufacturing group, defaulted 
and were put under foreclosure.‘ As regards the insolvency of 
the defaulted borrowers, the Institute did not believe that any 
loss would be incurred by it. The results of the liquidation of the 
assets of the companies under foreclosure and the collection of 
their outstanding claims tend to support this behef.* As regards 
other borrowers, only a very limited number of them were in 
arrears with their amortisation instalments. The rest of the 
Institute's borrowers regularly and punctually paid all interest 
and amortisation instalments and by the end of the fourth 
financial year closing on 3lst December, 1932, the arrears in 
interest and amortisation payments due from borrowers became 
insignificant.“ The difficulties of the borrowing enterprises were 
no doubt very great but they were immensely benefited by the 
provision of the long-term industrial loans made by the Institute 
at a time when the need for them had never been ter. These 
loans must have enabled the industrial concerns to face with 
comparative strength the stress of the financial storm.’ 


Heport of the Board of Directors, 
institute for the Third Financla) Year a 


National Hungarian Industrial Mortgage 
030-31), Budapest, 1992, 
Keport of the Board of Directors for the Second Financial Year 


Uudapeat, 1031, (1929-30), 

eeg * — ef the Board of Directors for the ‘Third Financial Year (1930-31), 

— — of the Board of Directors for the Fourth Financial Year (1931-32), 

ENP ne of the Board of Directors for the. Fourth Financial Year (1931-32). 
* Ibid. 


: Meport for the Third Financial Year T 
for the Fourth Financial Year (1981 32), Buda — ——— Budapest, 1932, Also Report 
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As regards the profits of the Institute, it is found from a 


study of the Balance-Sheets and Profit and Loss accounts that its 


net profits amounted to pengo 66,746,08 in 1930, pengo 75,111,24 
in 1931 and pengo 76,218,56 in 1932." 


IHI. The Provincial Mortgage Bank of Saxony? 


The Industrial Mortgage Bank of Finland, Ltd., was an 
example of a private jointstock company without any participation 
by the State in its share capital. The National Hungarian 
Industrial Mortgage Institute was a jointstock company, the major 
portion of whose capital had been subscribed by the State. The 


Provincial Mortgage Bank of Saxony is to be distinguished from — 


these two types in that it was a State institution whose entire 
foundation capital of 1 million RM. had been contributed by the 
Government. The Bank came into existence on Ist October, 
1925, in ‘accordance with the Law of July 20, 1925. Truly 
speaking, it was an annexe of the State Bank of Saxony. The 
premises were supplied by the State Bank and the personnel was 
also taken from it.” According to the business regulations all 
payments for the Bank were to be deposited with the State Bank 
of Saxony. All payments of the Bank to the borrowers were also 
to be placed with the same institution. The business of the 
Directorium of the Bank, according to Sec. 12 of the statute 
relating to its establishment, was made over to the Directorium 
of the State Bank, which in connexion with the business of this 
institution signed as ‘“* Provincial Mortgage Bank of Saxony.” 
The juridical officials of the State Bank were also its officers. 
The State Bank used to get adequately paid for the management 
of its business, the rate of payment being fixed by the Minister of 
Finance. 

The Provincial Mortgage Bank of Saxony had its seat in 
Dresden. Its object was to promote real credits for industry, trade 
and handicrafts in the free State of Saxony.’ It obtained the 





§ Halance-Sheeta and Profit and Loss accounts of the National Hrowariat 
Industria! Mortgage Inatitute for the years ending Ist December, 19280. 1091 and 1982 

2 ‘The sources are all in German. The necessary documents were obtained fro 
the authorities of the Bank in Dresden, Saxony. 

3a Business Report of the Provincial Mortgage Bank of Saxony for the year 1925 
(Bericht Sachaischen Landespfandbriefanstalt Uber Das Geschaftsjahr, 1925.) 

4 Statutes relating to the establishment of a Provincial Mortgage Bank of Saxon 
July 20, 1925, Sec. 2. 
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necessary funds for making the loans by issuing interest-bearing 
bonds. Bonds were divided in series, each series maintaiming its 
special amortisation and reserve funds.‘ The sum total of circula- 
ting bonds must not exceed 75 million RM. ; and they must be 
covered to the extent of their dominal value by mortgages of at 
least the same value and bearing at least the same amount of 
interest. The institution was responsible for the bonds with all 
its property. 

Loans were furnished on mortgage of industrial and commer- 
cial real estate to industry, trade and craft. Other real estate 
connected with the former in business way could also serve as the 
basis for loans, provided it belonged to the self-same owner. Not 
more than 30% of the value of the real estate was to be taken into 
consideration in granting a loan. This value had to be estimated 
according to the sale as well as the income possibilities. 

Lands lying in Saxony could be mortgaged even when’ they 
were not used directly for professional purposes, provided they 
were used for residential purposes by the credit seeker. Loans 
might be granted up to 50% of the estimated value of such lands. 
These rules were to be applied only when the mortgage was 
valued at 20,000 RM.’ 

The loans could be made either in cash or in bonds. 
They were made against mortgages without reference to other 
securities, and could be withdrawn at a date earlier than that 
fixed, except when so laid down in the contract. Besides the 
mortgaged property, the bonds issued by the Bank enjoyed an 
additional security. Every credit seeker was jointly and severally 
liable up to 10% of the loan granted.‘ 

The application for a loan must be made in a form of the 
Bank given for the purpose which should be fully and correctly 
filled up by the credit seeker. Along with this application the 
borrower must furnish the three latest balance-sheets, profit and 
loss accounts, an interim balance-sheet if necessary, abstracts 
from the grundbuch, the latest information about the property 
tax, insurance policies for the machines and all other inventories, 

~ete. The borrower must allow the Bank to examine all his 


| ~ Statutes relating to the establishment of a P 
~ Saxony, Bee. 6 (1), (2) and (8). | rovineial Mortgage Bank of 


9 0), (2) and (6). 
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properties. The Bank could even have the latest balance- 
sheets examined by the State Bank of Saxony at the expense of 
the borrower and could also have the lands (property and 
inventory) appraised by an expert. Until the loan had been 
paid back, the credit seeker wa obliged to submit continually 
every year without demand the balance-sheet with the profit and 
loss accounts within three months after the close of the business 
year. If the Bank so desired it could demand the interim 
balanee-sheet also and could get all the books and documents of 
the borrower examined by the State Bank of Saxony. In regard 
to loans above 50,000 GM. the balance-sheets must be signed by 
an auditor or trust company approved by the Bank." 

The loan was made in fine gold (1 gm. being equal to 2. 
Kgm. of fine gold) in RM. or in foreign currency ; and it was 
to be based on the issue of bonds worth the value of the 
nominal loan. The bonds could be cashed either through the 
Bank at the cost of the borrower or could be made over to the 
borrower on a basis of mutual understanding. The bonds, then, 
were not to be cashed completely or partially before a certain 
period. ° 

The bonds were divided in series. The rates of interest 
and the method of payment followed the rules of every series 
of the loan. The borrower had to pay an annuity to the Bank 
every year in equal half-yearly instalments. This annuity 
comprised of interest, amortisation and risk of 4% per year.* 
The Bank was also entitled to receive a sum for administrative 
expenses. An additional payment was demanded in case of 
unpunctual payment of the regular quotas. The loan was to 
bear interest from the moment of issue. The interest would 


have to be paid for the same period for which the bonds also had 


to bear interest. The borrower, however, had to pay his interest, 
etc., forty-five days before the due date for the payment of the 
interest on bonds. If the borrower happened to be more than 
eight days in arrears in regard to the payment of interest, ete., 
the interest rose automatically up to 2% of the original loan 
excluding special repayments, in every case at least up to the 
legal rate of interest. At the same time the interest for the 


“remaining amounts would have to be paid at the same rate.” 
| . 


i Business Regulations of the Provincial Mortgage Bank of Saxony, Art, 1 
s Ibid, Art. 8. m 
5 Business Regulations, Art. 64. 
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The loan could be terminated from the side of the borrower 
on three months’ notice. From the side of the Bank it could 
be terminated under the following circumstances’ :— 


(1) Tf, after the loan had been made, it was found out 
that there were some discrepancies between the data presented by 
the borrower in his application for the loan and the actual facts 
relating to the property, etc. ; 

(2) If the debtor failed to satisfy the contract ; 


(3) If certain portions of the mortgaged land were 
separated, without the permission of the Bank ; 


(4) If the title holder or possessor of the mortgaged land 
did not hold himself responsible for the debt ; 


(5) If it so appeared that the possessor of the mortgaged 
land could not be fixed upon as a personal borrower ; 


(6) If the insurance policies were not renewed and the 
premiums were not paid ; 


(7) If the borrower became. insolvent and the mortgaged 
lands were placed on auction ; 


(8) If the machines or other tools and implements which 
were essential for the value of the real estate were destroyed or 
removed from the land and were not replaced; or if nothing was 
done to reconstruct or repair the land or if for any other reason 
the land diminished by more than 20% in value. and if the 
borrower did not try to make amends for the loss in other WAYS ; 


(9) Otherwise, whenever it was necessary for the Bank to 
demand the withdrawal of the loan for reasons of security. 


The Credit .Gpmmittee, in conjunction with the State 
—— was to decide whether there was a real danger. 

The Bank had the right to cover its loans with bonds in 
ease the borrower did not pay punctually and could demand of 
him the necessary costs. In addition to the amortisation and 
interest, etc., the borrower must pay the Bank up to 10% _ of 
the Joan whenever the bonds failed to reach the desired amount 
‘th order that the responsibilities of the Bank in connection with 


* the bonds might be discharged.” The State Commissar fixed 






the quota in such circumstances. Further payments could be 


ins 3 Ibid., Art. 6. ep — — — 
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The obligation to make additional payments ended one — 
after the complete repayment of the loan, unless in the mean 

time the borrower was absolved of the responsibilities. The — 
responsibility for amortisation and interest and additional pay- 


ments was to be assured by bonds. For all these claims which 


were not assured by bonds, a new security rising up to 109% of 


the loan was to be deposited. As in the case of the Finnish and 
Hungarian institutions, the borrowers of the Saxon Mortgage 
Bank must have the buildings together with the installations, 
tools and implements, raw materials and other goods insured 
against damage by fire or otherwise with an insurance company 
approved by the Bank and must keep them insured during the 
entire period of the loan. The Bank could get these insurance 
documents examined by its own experts. It had the right to 
the sums insured. If it so desired the payment of premiums 
was to be notified to it, The mortgage of the Bank was to be 
secured in every way by notice to the insurance company. The 
company's certificate in regard to the insurance of the mortgage 
had to be handed over to the Bank. The Bank had the further 
right of paying premiums and of making new insyrance at the 
cost of the borrower." If a life policy was an additional security 
according to the terms of the loan to be offered by the Bank, 
the policy was to be taken with an insurance company recom- 
mended by the Bank on the condition that the sum assured was 
to be paid to itself. The sum assured served as the security 
of the obligations of the borrower and was to be deposited by 
the Bank with the State Bank of Saxony. The premiums might 
have to be placed with the Bank, if it so desired, in order that 
they might be made over to the insurance company punctually. 
The Bank, as before, had also the right to pay Fhe pror miums at 
the cost of the borrower.* 

As long as the loan was not paid back none of the E 

of the installations or accessories could be mortgaged or sold 
without the permission of the Bank.” 
The organs of the Bank were : 


(2) The Administrative Council ; and 
(3) The Committee of Credit. 
3 fbid.; Art. 12. 


* Business Regulations, Art. M. 
a fbid., Art. 13. ai 
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(1) The Directorium ; * 
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The Directorium was responsible for the administration, 
business management and judicial and extra-judicial representa- 
tion of the Bank. It was, in all the interests of the Bank, the 
principal authority in so far as nothing otherwise was mentioned 
in the Act. The business of the Directorium had, as already 
noted, been transferred to the Directorium of the State Bank of 
Saxony.* 

A Credit Committee was to be formed in the Jurisdiction of 
every Chamber of Commerce. The Committee was to consist of 
a member of the local Chamber of Commerce as President, a 
member of the local Chamber of Business (Gewerbe) and at least 
three other members. All the members of the Credit Committee 
were appointed for two years by the Directorium with the 
approval of the State Commissar. The Credit Committees were 
to be of help to the Directorium for the affairs of their jurisdic- 
tion specially in regard to the demands for credit. The 
Directorium should not go beyond the amounts of credit recom- 
mended by the Credit Committees.” 

The Administrative Council was composed of the State 
Commissar, the Vice-President and 12 other members at the 
highest. Three members were appointed by the Landtag for 
two years. The five local Credit Committees sent each one a 
member to the Council. These five members were appointed by 
the Minister of Finance on the recommendation of Credit 
Committees. At least two of these members must come from 
the Chambers of Commerce and at least one from the Industry 
and Trade Chambers. The other members were appointed from 
among the credit seekers on the recommendation of the Chambers 
of Commerce and Industry by the Minister of Finance and the 
Minister of Economic Development. The Administrative Council 
had the power to supervise the business management of the 
Directorium ; and with this object in view it could demand 
information in regard to all business affairs and examine the 
books and documents or get them examined by others: it could 
also study the position of the bonds, mortgages, securities, etc., 
-an@ could be present while the auditing of accounts was being 
carried on. While engaged in these examinations, the Adminis- 
trative Council might draw upon the Revision Department of the 


‘ Statutes relating to the establishment of the Bank, Kec. 12 (1) and (2) 


7 Bee, 15 of the Statutes relating to the establishment of è 
Mortgage Bank of Saxony, July 20, 1985. Provincia) 
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State Bank of Saxony. It was alse to be heard in regard to the 
specially important and fundamental affairs, for instance, interest 
amortisation and other rates, the principles of granting credit, 
the sale and purchase of lands, the expansion of the sphere of 
business, ete, Ifa majority in the Administrative Council rejected 
the suggestions of the Directorium, the decision of the Minister 
of Finance was to be appealed for by the State Commissar. The 
preparation of the yearly accounts rested with the Administrative 
Council. If the State Commissar raised objections against the 
statement of accounts presented by the Administrative Council, 
the Minister of Finance, again, was to be appealed to." 

The Minister of Finance was the supervising authority. He 
was empowered to undertake all measures that might be required 
to govern the Institution in accordance with loans and regulations. 
He had to decide in regard to all personal and national differences 
that might arise among the members of the Directorium on 
whom his decisions were binding. He exercised his power of 
supervision and control through the State Commissar or his 
representative appointed for the State Bank of Saxony. The 
State Commissar was authorised to undertake apy measure 
necessary to keep him informed about the Institution. For 
instance, he was authorised to inspect all books and documents 
at any time, to examine the entire business management and 
administration, to demand information, to attend revisions or 
cause them to be undertaken and to take part in the meetings 
of the Directorium and Credit Committees or cause such 
meetings to be held. He should also see that the rules for 
cover in regard to bonds as well as the systematic amortisation 
of hypothees and bonds were carried out.” 

As regards the Reserve Fund, it should be mentioned that 
in addition to the general Reserve, there was also a special 
Reserve for each series of the loan, called the series Reserve. 
‘Twenty-five per cent. of the net profits was to be placed in the 
general Reserve until the Reserve reached twenty per cent. of 
the bonds. After that the deposit of the Government was to be 
furnished with interest at the average Reichsbank rate. The 
rest would have to be used either for strengthening the amortisa- 
tion fund or otherwise in the interest of the borrower.’ Provision 


+ 

i Statutes relating to the establiahment of a Provincial Mortgage Rank 
of Saxony, July 20, 1925, Sec. M. 

2 Ibid., Bec, 16. 

s Jbid., Sec, 19 (1), (2) and (3). . 
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o S pital was reached ; the rest was to be added to the amortisation 


In case of liquidation, the State Bank of Saxony would 
supervise operations. In case any property was left after 
amortisation of bonds and fulfilment of “other responsibilities 
including the repayment of the State deposit, it passed over to the 
Government for employment for similar purposes.’ 

The preparatory work for bringing into existence the 
Mortgage Bank and its organisation was completed in the last 
three months of the year 1925. Actual business could be 
undertaken during the first months of 1926. The whole German 


economic position was shaken by a severe crisis at the time. 


Many firms which came into existence during the inflation 
period had to go into liquidation ; and they took with them many 
others as they fell. There was the competition of foreign 
countries with highly inflated currencies. Already there was 
want of liquid capital in Germany. During the inflation period 
the different industrial undertakings had invested their capital 
in construction. After the return to stabilization, acute 
competition again made its appearance, and new investments 
were urgently called for to reorganise old factories and adapt 
them to new methods and new conditions. There arose an 
enormous demand for long-term credit. The undertakings could 
not without grave risks help themselves with short-term credit. 
In the circumstances it was strongly recognised that an institution 
whose business would be to give long-term amortisation loans 
on mortgage to industry must be of great economic value to 
the country.” As soon as the Saxon Mortgage Bank was 
established, it came to be utilised by wide circles of industry, 
commerc® and handicrafts of Saxony.t This also amply proved 
the importance of establishing such a type of institution to meet 
the pressing demands for long-term loans from these circles. 
During the first three months of the existence of the Bank, 
want of capital stood in the way of its extending large facilities 
to industry. It was felt that the enormous eapital required 


ìi Statutes relatin t 

July 20, 1925, Sec. 9. g to, the establishment of a Provincial Mortgage Bank, 
a ibid., Sec. 21. 

‘ Ibid., for the yoar 1925. Mortgage Bank of Saxony for the year 


— 
E 
— -g` — 5 p i = al 
Tina ~ +. 4" : ? 
ta Sa ~~ * = —— RR ee ‘> ô * 





> 


INDUSTRIAL MORTGAGE BANKS IN POST-WAR EUROPE £305 
wr 


for the purpose could not be suecessfully raised in the local 
capital market. Accordingly an attempt was made to tap the 
foreign market. Even before the Institute was functioning, 
negotiations had been opened by the State Bank of Saxony with 
a leading American institution, the National City Company of 
New York, for the purpose of raising a loan. The negotiations. 
lasted for four months and were finally concluded in January, 
1926, with the result that the American Company agreed to 
furnish a 7% mortgage loan to the extent of 5 million dollars. 
This loan enabled the Institute to issue loans of the nominal 
value of 21 million gold marks, bearing interest at 8% and 
redeemable in 20 years in uniform annuities of 10.356%." 

In anticipation of this capital from America, the first three 
months of the Bank's existence were devoted to the examination 
of the numerous applications for loans received by it. The 
examination was carried on with great care. The credit- 
worthiness of the applicants, the sale and balance sheets, the 
soundness of the firms were minutely examined. It was also 
necessary to form an idea of the basis of the firm taking the loan, 
whether the undertaking was likely to fail or not according to the 
constitution, nature and position of the business and whether it 
had the sure prospect of at least paying the interest and 
amortisation. 

During 1926, 1,000. applications were granted. Credits 
over 20,000 gm. were granted only after special consultation with 
other representatives of industry, trade and craft; those of 
100,000 gm. or over were given only after permission of the 
State Commissar was obtained ; and those over 200,000 gm. after 
permission of the Ministry of Finance and the Administrative 
Couneil.* The industries that were chiefly assisted were the 
textile and metal industries of Saxony." In 1928 the foreign 
market for raising the bond loans of the Institute was closed 
and the internal market had to be resorted to. In the spring 
of 1928 Series V Bonds of 5 million GM. at 8% and Series VI 
Bonds of 5 million GM. at 8% were issued at 98% and 974% 
respectively .* Every size and every branch of business was 
assisted and every part of the country (Saxony) was represented. 


Husiness Report of the Provincial Mortgage Bank of Saxony for the vear 1925 
Business Report of the Provincial Mortgage Bank of Saxony for the year 1926 
Tbid., for the year 1927. 
Töid., for the year 1929. 
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4 ‘As before, the chief industry to be assisted was the textile 


industry. The year 1930 witnessed a crisis in German economy 
the like of which had never been known before; and as a 
consequence, the middling and smaller industries came to 
experience great difficulties. The demand for industrial mortgage 
loans was very great but only a part could be satisfied. Among 
the borrowers were to be found the most diverse sizes of business 
and practically every branch of industry located in Saxony was 
represented. In the next year (1931) there were numerous 
applications for loans from industrial concerns of various kinds 
and sizes. The Bank found it possible to accommodate several 
industrial and commercial enterprises. The amount of 2,037,000 
RM. was placed at the disposal of industry and commerce. An 
analysis of the loans granted in the year shows that.’ 


34.7% of the loans were up to 20,000 GM. 
28.2% of the loans were from more 

than 20,000 GM. up to 50,000 GM. 
18.2% of the loans were from more 


x than 50,000 GM. up to 100,000 GM. 
18.9% of the loans were above 100,000 GM. 


The prevailing economic crisis, however, prevented further 
development of the Bank's business. The sale of bonds as 
well as the issue of loans on acceptable terms became difficult. 
‘he borrowers of the Bank were also severely affected. 
During 1932 the crisis continued to affect unfavourably the 
transactions of the Bank in many directions. The issue of 
the loans came to a standstill and the insecure economic condi- 
tions of the year did not permit the grant of long-period credit 
to industry. The borrowers of the Bank, the industrialists and 
craftsmen of Saxony, were struggling for their very existence 
during the year.’ 

Inspite of the fact that on account of the crisis, the export 
trade was paralysed and the industries of Saxony were in great 
difficulties, the situation experienced a turn towards recovery 
in the year 1933. The number of borrowers of the Bank who 
were in trouble became less in 1938 than in the previous year. 
The issue business, hdwever, continued to remain almost at a 


1 Business Keport of the Provincial Mortgage Bank of Saxony for the year 1931. 


z Business Keport of the Provincial Mortgage Bank of Saxony for the year 1992. 
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standstill.‘ It was understood that as soon as the economic 
situation would permit, the Bank would not fail to accommodate 
the industries of Saxony with long-period credit.’ 

As regards the question whether the financial results of the 
Bank's policy were successful, it may be mentioned that its 
loans were in almost every case well-covered ; and the number of 
defaulting borrowers was never very great. A careful perusal 
of the annual Business Reports of the Bank from 1925 to 1933 
shows that it did not suffer any loss. This was stressed over and 
over again in almost all the Reports. Even during the severe 
crisis of 1930, the majority of the borrowers were found to have 
punctually fulfilled their obligations and there was no loss in 
any case.’ During 1931 and 1932 as the crisis became more and 
more acute, the borrowers of the Bank began to experience 
greater difficulties but as before there were no losses. This 
must be due to the general caution with which the Bank always 
distributed its loans. No assistance was ever granted to any 
firm which was badly involved or whose recovery was doubtful. 
For example, many firms subject to very unfavourable business 
conditions which had approached the Bank for assistance in 1929 
were refused any help. The Directors have emphasised in their 
Reports that the Bank did not want to leave any doubt that it 
was not a ‘** welfare institution.” * 

Inspite of the most careful selection of borrowers, however, 
it could not be prevented that some of them fell into trouble and 
became defaulters. But the number of delinquents in every year 
was very small ;.and because of the very careful valuation of the 
mortgages, the claims of the Bank in almost all cases were 
satisfied. In 1928, for example, only 6 out of 576 borrowers 
became bankrupt.” As the depression deepened, the number of 
defaulters began to increase and it was naturally bigher in 1931 
than in the previous year. The number of compulsory auctions 
undertaken by the Bank was also greater than in the previous 
year but the Directors’ Report emphasises that there was no 
loss in any case.“ But with the year 1933, the situation 
considerably improved and the number of borrowers in trouble, 


Ibid., for the year 1933. 
Thid., for the year 19931. 
Ibid., for the year 1930. 
Business Report of the Provincial Mortgage Pank of Saxony for the year 1932 
Ibid., for the year 1928. 
Ibid., for the year 1981. 
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ra — noted, was less in 1933 than in 1932. There were in 
this year (1933) compulsory auctions in 14 cases only." 


From the preceding discussion, it is clear that the Bank's 
record is quite a happy one. The institution weathered the 
financial storm very successfully and indeed it is highly creditable 
that it did not suffer any losses, although the crisis severely 
affected its industrial customers. The success with which the 
Bank generally carried on its operations even in the midst of 
the most severe crisis Germany had ever known amply demons- 
trates the practical value of the development of such institutions. 
As the Directors of the Bank have remarked in its Business 
Reports, ‘‘ Days like those of 1930 are real touchstones for the 
correctness of the views according to which the Bank was 
established.” * 

The position of the bonds issued and outstanding on the 
31st December, 1933, is indicated in the following table.” 


1. 7% U.S.A. $ Bonds s 5,000,000— $ 1,780,000 
2. 6% (8%) GM. Pfandbriele Serie IT GM. 5,000,000—GM. 3,992,200 
4%. 6$%° U.S.A. $ Bonds $ 4,000,000— ê 1,559,000 
4. 6% U.S.A. $ Bonds $ 2,000,000— $ 890,000 
5. 6% (8%) GM. Pfandbriefe Serie V GM. 5,000,000—GM. 4.159.400 
6. 6% (8%) GM. Pfandbriefe Serie VI «GML. 6000.000—GM. 5,218,300 
7. 6% (8%) GM. Pfandbriefe Serie VII GM. 3,575,550—GM. 3.572.600 
8. 6% (7%) GM, Pfandbriefe Serie VIII GM. 7,009,000—GM. 6,477,300 


IV. The National Economic Bank af Poland * 


The National Economie Bank, or Bank Gospodarstwa 
Krajowego as it was called, was established in 1924 by virtue of 
an order of the President of the Republic, dated 30th May, 1924, 
as the result of a fusion of three Polish State Credit Institutions, 
the Polish National Bank, the State Bank for Reconstruction and 
the Credit Institution of Galician towns. The capital of the 


= Toid., for the year 1933. 
Business Report of the Provincial Mortgage Bank of Saxony for the — 
* Sachivche Landesp'andbriefanstalt Bilanz fur den Slat December, 1933. <u 
_* All the necessary literature was secured from the authorities of the National 
—— Warsaw, with the ‘assistance of Mr. ©. Banasinski, Consul for Polar 
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7 
Bank, as defined by the statutes, would consist of shares held by 
the State Treasury, by the undertakings of the State and of Local 
Government authorities, by the authorities of Palatinates, — 
counties and unions of independent towns, not subordinate to 
counties and all undertakings belonging to these local authorities. 
The proportion of the capital to be held by the Treasury and 
State undertakings should not be less than 60%." It was 
originally started with a capital of 35,000,000 zlotys. This was 
subsequently increased to 120,000,000 zlotys in 1927 and again 
to 150,000,000 zlotys in 1928. The entire capital of the Bank 
was owned by the State. It was a State Institution called into 
being at a time of crisis in order to reconstruct the economic life 
of Poland; and its financial sphere of action embraced every 
branch of Polish economic life. 

The authorities of the Bank were the President of the Bank, 
the Administrative Council and the Managing Committee. The 
President was appointed by the President of the Republic on the 
proposal of the Council of Ministers for a term of 5 years. He 
had supreme control over the entire activity of the Bank. The 
Administrative Council consisted of the chairman gnd of nine to 
fifteen members appointed for 3 years. The Minister of Finance 
appointed nine members and the remaining six were appointed by 
Local Government authorities or their Unions according to their 
declarations as to the amounts contributed by them towards the 
capital of the Bank within the limits of their maximum 
permissible holdings. As the Treasury held the entire capital, 
the Council consisted of nine members appointed by the Finance 
Minister only. ~ The functions of the Council consisted in the 
general direction ofthe activities of the Bank and the supervision 
of the work of its executive agencies. The Council was 
empowered to decide on all matters not reserved for the decision 
of the Finance Minister. The ultimate control of the Bank was 
vested in him; and he had the right to appoint a Government 
Commissioner to represent him.* It was the duty of the 
Commissioner to participate in the meetings of the Administrative 
Council in an advisory capacity, to check the regularity of the 
activities of the Bank in respect of. long-term credits and to 
‘control the issues of mortgage bonds and debentures to the limits 





1 Charter of the National Economico Bank, Art. 4, Warsaw, 1930 
2 Ibid., Art. 20. x 
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J 
up of one General Magager, two Assistant General Managers and 
= Managers. They were all elected by the Council and approved 
f by the Finance Minister. The Managing Committee conducted 
all the business of the Bank, represented the Bank in its dealings 

with third parties and administered its property.” The members 
of the Managing Committee might attend the meetings of the 
Administrative Council in a consultative capacity.” Besides 
these authorities, there were three auxiliary agencies of the Bank, 
viz., the Auditing Committee, the Discount Committees at the 
Head and Branch offices and the Committee for matters relating 
to autonomous authorities and Savings Banks.* 

The basic function of the National Economic Bank was the 
provision of long-term credits. The various kinds of long-term 
credits that the Bank was empowered to grant were mortgage, 
communal, railway and industrial loans, repayable in instalments 
or in one payment, in mortgage bonds or debentures or in cash. 
Mortgage bond loans were chiefly granted on land estates, urban 
immovable properties and for the conversion of cash building 
loans. Communal tloffis were granted against communal 
debentures to State and Local Government authorities, water 
boards and public legal institutions having the right to levy 
taxes. Railway loans were given by means of railway debentures 
to State and Local Government authorities "nd their Unions, 
towns and private railways. Industrial loans were given by 

“means of bank debentures. These bonds and debentures might 
be placed both at home and abroad and might be made out in 
zlotys, gold or foreign currencies. They carried a guarantee 
of the Treasury of the Republic of Pola. The mortgage 
bonds were guaranteed to an unlimited extent, communal 
debentures up to 500 million gold zlotys, railway debentures 
up to 20 million and bank debentures placed in foreign markets 
up to 100 million.” The duty of the Bank consisted further in 
the promotion of financial institutions, founded by Local 
Government authorities (Savings and Communal banks), the 

** 
* Statutes of the National Economic Bank, para. 102. The remuneration of 


the Commissioner is paid from the funds of the Bank. 
the National Economic Bank, para, £8, 
91. 
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fostering of building activity and the reconstruction of the 
devastated areas of Poland.’ Although the main object of its 
activities was the provision of long-term credit, they were not 
confined to it exclusively but comprised the granting of short 
and middle-term credits as well. Besides, the Bank conducted 
every description of banking business, having special regard to 
the needs of State and State undertakings and Local Government 
authorities and their undertakings. It accepted deposits on 
cheque and current accounts and on Savings books; it discounted 
bills of exchange and granted fixed loans and credits on current 
accounts on various kinds of securities, purchased and sold bills 
of exchange, issued drafts and accepted deposits of securities, 
documents and jewels.* 

The net profits of the Bank were to be divided as follows :— 


(1) Special reserve funds were to be created out of 35% of 
the net profits for the purpose of securing the mortgage bonds 
and debentures issued by the Bank in proportion to the respective 
issues ; 

(2) another reserve fund from 40% of the net profits to 
be equally divided among the various branches of the Bank ; 


(3) and the remaining 25% was to be distributed among 
the Government and, local authorities in proportion to their 
share holdings." * 


The sources of funds for the operation of the Bank were 
four-fold : 

(1) The Bank's own capital and reserves, 

(2) the proceeds of the bond and debenture issues, 

(3) deposits, and 

(4) Treasury funds. 
The long-term credits were mainly based on the mortgage bonds 
and debentures ; while the short-term credits were based upon 
the deposits accepted by the Bank. It received deposits both 
from publie and private institutions as well as individuals. They 
were madé up of sight (cheque and current account) and savings 
deposits, as well as term-deposits. Besides deposits, the Bank 


i Charter of the National Economi: Bank, Arise 5-8; Statutes of the Bank. 
paras, 6, 14, 16, 38, 48 and 50. 

2 Statutes of the Nationa! Economic Bank, para. 63. 

a bid., para. Tê. 
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administered a large volume of Treasury funds which were 

destined for various’ purposes. ‘These funds comprised mainly 

the State Building Fund from which loans were advanced at a 

low rate of interest for the construction of dwelling houses. The 

credits furnished from the Treasury fund assumed chiefly the ' 

— nature of medium and long-term credits and only partially that of 
short-term credits. 

As already noted, the activities of the National Economic 

Bank extended to every sphere of the country’s economic life. 

We are interested only in its relations to industry and we shall 

confine our attention exclusively to its activities in that sphere.. 

Its operations in the mortgage, railway, municipal, building and 

reconstruction branches were no doubt highly important; but a 

review of these activities does not fall within the strict limits of 

our study. We shall, therefore, proceed to make a detailed survey 

only of its industrial financing activities. The relations of the 

Bank towards industry were of a two-fold character, first, its 

a relations towards industrial enterprises belonging to the State 

and the Bank itself and secondly, its relations to private 

industrial wndertakings. As regards State and associated under- 

takings, the duty of the Bank consisted in placing them on 

a sound financial footing, maintaining at the same time ther 

— commercial character. The assistance. granted to these 

undertakings took the form of (1) provision of initial capital, 

(2) grant ng of working capital, (3) and allocation of investment 

funds, when required, in the shape of long-term mortgage credits 

. in bank debentures. Apart from this, the Bank was particularly 

interested in the rationalisation of industrial concerns and the 

concentration of their production.’ Financial assistance granted 

to private industry by the Bank was also expressed in the same 

- three forms. Industrial credits granted by the Bank were thus 

both long and short-term. The former were granted either- in 

the form of debenture loans or cash loans. The latter which 

were for working capital purposes took the shape of discount, 

time or goods credits and of over-drafts on current account. 

_ The right to participate in industrial undertakings was 

conferred upon the Bank by Art. 11 of its charter. - The 

provisions of this Article empowered the Bank to establish, to 

conduct or to act as infermediary in the formation of undertakings. 
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provided that tbey were the property of the State, Local 
Government authorities, corporations having the- power to levy 
taxes for their own requirements as well as of private concerns, 
the establishment or holdings or shares in which were deemed 
necessary by the Minister of Finance in conjunction with the 
Ministers concerned. 

The activities of the National Economic Bank in respect of 
the provision of industrial loans were directed, ever since its 
establishment, chiefly towards the financial assistance of industrial 
undertakings which were of economic importance to the country 


‘as a whole, and to those economic organisations in the existence 


and development of which the Government had a special interest. 
Hence the enterprises which had enjoyed primary consideration 
in the matter of financial assistance were those connected with 
the chemical, metallurgical and electrical industries. Owing 
to the conditions under which the economic life of Poland 
developed during the first years of the existence of the Bank, it 
could not confine its activities exclusively to satisfying the finan- 
cial requirements of State undertakings. During the inflation 
per od and the subsequent prolonged depression, numerous private 
industrial undertakings badly suffered from lack of credit Facilities. 
Whnable to obtain financial accommodation from the ordinary 
channels, they were . compelled to seek assistance from outs de. 
The supply of foreign capital available, however was too 
inadequate to satisfy their requirements and hence it became 
necessary for them to invoke the assistance of the State. The 
National Economic Bank, being the institution specially called 
into being to carry out the Government's intentions regarding 
the reconstruction of the economic life of the country, had to 
take upon itself the task of providing finance for these struggling 
industries. Long-term cash credits were liberally granted to 
numerous undertakings during this period so as to help them to 
pull themselves out of the economic morass.’ 

‘ On the termination of the crisis, again, these began to 
require large volumes of permanent capital to carry on costly 
schemes“for developing, modernising and re-equipping their 
factories to keep themselves abreast of the times and to adapt 
their production to the increasing requirements ‘and altered 
demands of the market. They had to make fresh issues of share 


t Report of the Directors, National Economic Bank, for the financial yesr 1927, 
‘Warsaw, 1928, p. 38. è 
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H capital. But as most of them were unable to obtain the 
= necessary funds from the investing public, they sought again the 
assistance of the Bank. Accordingly the Bank had to take over 
large parcels of shares to retain them in its portfolio until the 

_ industries concerned were able to obtain sufficient financial 

-~ assistance from the public. In the circumstances the holdings 
of the Bank in industrial undertakings were not insignificant.’ 
Applications from industrial concerns for long-term credits 

in the form of bank debentures were subjected to the closest 
scrutiny as regards theirfinancial and technical soundness. No 
assistance was ever granted to schemes, the object of which was 
to bolster up enterprises of an unsound character. Finance was 
always readily granted wherever a particular tendency towards 
concentration was noticeable. Before granting any long-term 
credit in this form, the Bank in each case took the opinion of 
the relevant Trade Association and also obtained the view of the 
competent Chamber of Commerce. Such expressions of opinion, 
though naturally not binding on the decision of the Bank, 
* materially assisted it in judging whether the credit granted 

* would be employed for production purposes. * 

The general principles to be followed for the granting of 
long-term industrial loans against bank debentures were laid 
down in Paras. 50-60 of the statutes. Such loans might be 
granted on industrial properties, sea®and river-going vessels and 
factory buildings provided they could be easily converted into 
dwelling houses or for the use of such industry as had in the 

F opinion of the experts definite prospects for development in that 
district. The amount of loan should not exceed half of the 
appraised value of the land, two-fifths of that of the buildings 

and one-third of that of the plant definitely required for the 
‘running of the industrial undertaking and permanently attached 

to the real property. If water-power formed a portion of the 

~ industrial real property, a loan might be granted up to one-third of 

its estimated value. But theatres, mines and quarries would 

ar not serve as a guarantee for a loan in debentures. The assess- 

| ment of the value of buildings and permanent factory equipment 
would be done on the basis of their actual value after making 
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t Report of the Directors, National Economic Bank, for the financial year 1928. 
Warsaw, 1929, pp. 31-32. 
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2 Expose of Dr. Roman Gorecki, Chairman of the Bank, at the Press Conference 
holdon the 24th February, 1928, Warsaw, 
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— 
allowances ior any possible depreciation in case of the liquidation - 
of the industrial undertaking.’ Industrial loans were to be _ 
secured by a mortgage on the property on which the undertaking 
was situated and, to Increase the security, might be further secured 
on other real properties.” 
The Bank might issue bank debentures on the basis and — 
to the amount of industrial loans granted. It might also issue F 
such debentures secured by mortgage bonds and debentures issued 
by Polish long-term credit institutions and for Local Govern- ~ 
ment authorities which bore the- antee of the State. These — 
bank debentures were issued to a bearer with a guarantee of the — 
repayment. of interest and capital on the conditions set forth in 
them. The total of the debentures in circulation was not to | 
exceed the total amount of industrial obligations held by the 
Bank at the same time.* 

The mortgages on industrial real estate, designated for the 
securing of loans granted in bank debentures, constituted a _ 
separate portion of the «assets of the Institution, set aside to — 
secure the rights of the holders of both future and past issues of . 
debentures. The payment of capital and interest to the —— 
ture holders was guaranteed not only by the industrial obligations 
that the Bank might hold but also by its entire assets. To 
ensure the regular payment of the half-yearly coupons on the 
debentures, a special erie fund was built up, which was made 
up of the following * 

(1) Rigristration fees paid at the time of receiving an 
industrial loan from the Bank amounting to 1% of its nominal ~ 
value; 

(2) Profits from purchase of debentures for cancellation; — 





* 


> 
w 


(3) Special Reserve Fund for industrial and other loans 
set aside from the net profits; r 

(4) Profits obtained from lapsed coupons and drawn 
debentures. 

The rate of interest payable on the debentures was to be 
always equal to that of the loans, on the basis of which the 


' Statutes of the National Keonomic Bank, para. 565, 
* Ibid., para. 59. . 

* IJbid., para, 15. 

t Tbid., para. 13. 

* Tòid., para. 17. 









confirmation of the Minister of Finance.” 


<a — — 
respec = debentures had been issued. The borrowed funds 
might be repaid to the Bank either in instalments as fixed by an 
amortisation scheme or in one single payment. All such repay- 
ments should be credited to the sinking fund for the redemption 
of the debentures, which must be drawn by lot and repaid at par.’ 

The debtor might repay the loan either partially or in full before 
the fixed term, provided that the partial repayment was equal to 
one or more of the instalments due from him and that he gave 
notice of his intention to do so at least six months before the 
next instalment fell due.” 

The borrowers had to pay the stipulated instalments 
constituting payments of interest and capital in advance at the 
fixed dates and besides a supplementary charge as contribution 
to the expenses of administration. ‘The rate of interest payable 
on the loans and the amount to be paid for administrative charges 
was to be fixed by the Administrative Council, subject to the 
They had to insure 
the industrial properties, on the security of which they received 
a loan from the Bank, against fire, with an institution designated 
by the Minister of Finance. Any sums payable to the insurer 
under the policy must not be paid without the Bank’s permission.* 

The Bank had the right to suspend the payment of the loan 
if the applicant died or became bankrupt or if he failed to apply 
for the loan within 30 days from the date of the receipt of a 
notification that the loan was ready to be paid over to him, or 
if an execution was levied on the property on which the loan had 
been granted.° 

It was during 1927 that the National Economic Bank 
exercised for the first time the right to float loans in the form of 
bank debentures for the financing of industrial undertakings. 
The issues were made subject to the following regulations: the 
interest was fixed at 74%, the redemption period at 18} years, 
and the minimum amount of a loan at 3,00,000 zl. and sub- 
sequently at 1,00,000 zl. ‘These loans were primarily intended 
for assisting State enterprises or concerns in which the State was 
interested, but might also be granted .to private industry. 


Para, 16 of the Statutes of the National Economic Bank. 
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Düring _ the year six such loans iestied,~ totalling 
12,692,000 zl. —— 
Ever since the establishment of the Bank, it displayed — 
considerable financial activity in relation to State enterprises; 
-and in recent times played an important part in the rational- 
isation of their production. These enterprises may be defined 
to be those of which the State was the sole owner, or in which 
the State held the major portion of the share capital, or which 
were of general importance to the State. One of the most 
important State enterprises to be financially assisted by the Bank | 
was the Ursus Engineering Company, the first Polish firm to ~ A 
manufacture motor cars. In 1927 the Bank helped it to increase 
its capital to 15 million zl. and took up practically the whole of 
the new issue of 892,500 shares of 15 zl. each. It now came to 
own 89.61% of the issued capital of the Company. In addition, 
-the Bank promised at the end of 1927 to grant it a long-term 
loan of 4,130,000 zl. in the form of bank debentures. Besides . 
the Ursus, the Bank participated during the same year in the 
share capital of the Propeller, Wood and Metal Works to the 
extent of 55.55% and made arrangements to grant the Stara- 
chowice Mining Company a long-term mortgage credit of 17 
million zl. The chemical industry also received valuable finan- 
cial assistance from the Bank. The Azot Company of Jaworzno 
not only received a debenture loan amounting to 25,65,000 zl. 
but the bulk of their new issue of shares was also taken over by 
the Bank, which now came to hold 66.81% of the entire issued 
capital. Another concern, the Chemical Industry in Poland 
(the Prezemysl Chemiczny W. Polsce) was assisted to increase 
its share capital by 12,00,000 zl., the Bank promising to take up 
the greater portion of the new issue. The ‘‘ Tesp ° Potassium 
Salt Company, a concern engaged in the production of synthetic 
manures, also received considerable credits from the Bank for 
investment purposes." ; 

As regards long-term credits for private industrial 
undertakings, these were furnished in the form of cash loans and 
were chiefiy intended for those concerns which had fallen into 
difficulties owing to the -adverse economic position but had 
reasonable prospects of success. The following concerns were 


- 


3 Report of the Board of Directors for the financial vear 1027 (Warsaw, 1928), 
pp- 29-30. F 
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i ; (1) The Prezeworsk Company of Prezeworsk—5,500,000 zl. 

to meet its pressing engagements ond also to start a sugar mill 
at Horodenca; 

¢ (2) The Grodek Pomeranian Electricity Supply Company at 
Torun—1,500,000 zl. for constructing a power line to Gdynia; 


(3) The National Drainage Company—18,000 shares each 
worth 10 zl; 


(4) The Polish Sea-Fishermen’s Co-operative Union of 
Gydnia—200 shares valued at 10,000 zl; 


(5) The Danziger Tabak Monopol A.G.—6.5% of its share 
capital. č 
3 Besides these companies, the Bank extended its assistance 
to the medium Polish Upper Silesian industries which were in 
great difficulties owing to foreign competition. The Katwoice 
branch of the Bank was authorised to grant to these undertakings 
an aggregate amount of 500,000 zi. to be secured by mortgages 
and repayable ‘after two years? w 
The year 1928 witnessed a great development of the long- 
term sinking fund credits business. Of these again the granting 
of credits for industry and for building, rather than on mortgages 
of real estate, engaged the foremost attention of the Bank. 
Duirng the year 17 industrial loans were accorded through the 
‘medium of bank debentures totalling 17,155,000 zl. Applica- 
tions for such loans received by the end of the year amounted to 
a quarter of a milliard zl. But owing to the shortage of funds, 
“the granting of such credits was restricted only to those under- 
takings which showed a promise of useful developments from the 
point of view of the interests of the State and of the economic 
_ life of Poland. Great care was devoted to the examination of 
the technical and financial standings of the concerns applying for 
gid; and applications amounting to 90 million zl. had to be 
 wejected as these were not in a position to fulfil the conditions 
required by the Bank. 
= During the year the Bank participated to a considerable 
ent in the reconstruction of industrial -enterprises and as a 
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result its holding im them increased substantially. The 
following figures indicate the remarkable growth of the Bank's 
holdings in industrial undertakings during 1925-1928 ' :— 
In Zlote (000 orm ed) 
1925 1926 1927 1928 
1,097 5,734 20,118 46,285 
* As regards these holdings, they consisted generally of paid-up 

shares in artificial manure and chemical works, in the metallur-— 
gical industry and in the other enterprises in which the State 
had an interest for political or economic reasons. 

State — — were furnished long-term cash credits to 
the extent of 9,939,000 zl., of which the greater portion went to 
the Tesp Potassium Salt Company, the Chemical Industry of 
Poland and the Starachowice Mining Company. As regards 
private industry, the Bank in accordance with its new programme 
of activity decided to withdraw gradually from industrial credits 
business. Hence during the year there was only a nominal 
increase in this class of credits. The principal recipients of long- 
term cash credits were the distilleries which were accorded 
12,400,000 zl. The textile, “paper and timber industries 
also received cash loans of 3,023,000 zl., 2,188,000 zl., and 
2,560,000 zl. respectively.’ 

In 1929 the participations of the Bank in industrial concerns 
did not show any marked variations. The holdings of founders’ 
shares in the different enterprises were only increased by the 
taking up of shares worth 1,000,000 zl. of the Jarot Timber 
Products Company. 

Among the industrial interests of the Bank. the textile, 
chemical and metallurgical groups encountered great difficulties 
in effecting sales owing to the prevailing economic crisis and 
had to seek financial assistance from the Bank. The assistance 
Was granted to an adequate extent in every case. The Bank 
also played a part in the reduction of their overhead charges and 
rationalisation of their processes of production.’ 

There was only one industrial loan against debentures* 
amounting to 6,800,000 zl.“ This particular type of loan could 





' Meport of the Board of Directors, National Economic Bank, for the financial 
year 1028 (Warsaw, 1929), p. 38. Š 

= Report of the Board of Directors, Nationa! Economico Pank, for the financial 
vear pa (Warsaw, 1929), p. 38. 

of the * * Directors, Nationa! Fronemic Bank, for the financia! 
year a (Warsaw, 1930), * 
4 Thid., p. 90. 
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not be developed for various reasons. In the first place, the 
conditions prevailing in the money market were very unfavour- 
able for the placing of debentures. Greater caution was also 
exercised in the granting of this kind of loan. The majority of 
undertakings which applied for this form of assistance were not 
in a position to fulfil the essential conditions imposd by the 
Bank. The financial position of a large number of them was 
so unsatisfactory that radical reorganisation was urgently called 
for. Hence the number of applications which had to be rejected 
after a preliminary examination was very great. 

As regards long-term cash credits, State undertakings 
received 3,593,000 %1., while private industry was furnished 
966,000 zl. only.’ | 

During 1930 the National Economic Bank accorded three 
industrial loans totalling 1,820,000 zl. in bank debentures. 

The Bank had decided in 1928 to withdraw from the field 
of industrial credits under its new programme of activity, leaving 
this aspect of the credit situation to the ever-widening field of 
the private banks; and since 1929 the Bank had been following 
the policy of ‘gradually reducing its commitments in associated 
industrial undertakings as well as of not increasing its interest 
in outside undertakings. An order of the President of the 
Republic? dated 3rd December, 1930, cancelled Art. 11 of its 
charter which gave it the right of industrial participation." 
In the same year the entire holdings of the Bank in the Ursus 
Engineering Works were made over to the State Engineering 
Works. In addition to this, the book values of many shares and 
participations were written off and hence the balance-sheet item 

"~ ** shares and participations "' dropped from 47,293,000 zl. on 
3lst December, 1929, to 33, 753,263 zl. on 31st December, 
£1930. 

2 In accordance with the new policy of the Bank long-term 
cash credits for associated undertakings and private industry 
were considerably reduced. The former received 2,000 zl. and 
she latter 879,000 zl. only as such loans. The State under- 
takings were granted long-term cash credits to the extent of 
40,000,000 zi.” 


' jbid. p. 40. 
Mi 7 Heport of the Board of Directors, National Economice Bank, for the year 1928 
» (Warsaw, 1929), p. 48. — e 
2. a [bid., for the. year 1630 (Warsaw, 1981), p. 46. 
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In the course of 1931, three loans in 74% bank debentures 
amounting to 1,620,000 zl., which had been authorised in-the 
previous year, were paid out. But no fresh loans were 
authorised and no commitments were carried over for fulfilment 
in the next year. ‘The greatest share of the industrial loans 
granted up to 3lst December, 1931, fell to the mining, smelting 
and metallurgical industries (44.39% of the total) and the sugar 
industry (20.5%). The textile, chemical, ceramic and mineral 
industries received smaller shares.’ Long-term cash credits 
furnished to associated undertakings and private industry were 
smaller as in the preceding year.” The former received 394,000 zl., 
and the latter only 563,000 zl. State undertakings received 
31,040,000 zl. The policy adopted in previous years, of reducing 
its interests in industrial undertakings, was continued by the 
Bank during 1931 and it sold its holdings in the Polish 
Accumulator Company and the Machine Tool Factory ‘‘Pioneer.’ 
Its participations and shares decreased by 2.4 million zl. to 31.3 


million zl.” ò 


During 1932 the long-term cash loans to State enterprises 
amounted to 30,365,000 zl. Entefprises associated with the 
Bank received no other credits except small short-term commer- 
cial credits. As in previous years, the Bank continued its policy 
of reducing its interests in industrial enterprises. The indebted- 
ness of private industry in respect of long-term cash loañs was 


only 586,000 zl.* The holdings of participations and shares- 


during 1932, comprised the following items * :— 


Zl. 
1. Potassium Salt Exploitation Coy. ... 18,229,106.66 
2. British and Polish Trade Bank S 7,066,865 
3. Bank of Danzig | ’ ut 4,396 ,543.84 
4. Bank of Poland * — 1,698,938.80 
5. Danzig Tobacco Monopoly ... > 1,425,338.98 
ü. Other Securities a) at 79 


Zi. 382,816,872.26 


i Report of the National Economic Bank, for the year 199) (Warsaw. 1932), 


a 
2 The granting of credits to associated enterprises was restricted to exceptional 
cases, particularly those enterprises which were of impartance to the State 
3 Balance-asheet of the N. E. B. for the year 1931. 
* Report of the Board of Directors, N. E. B., for the year 1992 (Warsaw, 1933), 
p. 42, p- 49 and p. 58. 4 
5 Balance-sheet of the N. E. B. on the Mist December, 1992. 
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The increase of 1.5 million zl. was entirely in Bank of Poland 
shares. 

In determining the total indebtedness of industry to the 
National Economic Bank we have to take into account not 
simply the cash loans (long- and short-term) for private industry 
but also the loans in bank debentures, cash loans for State and 
“associated enterprises, as well as a great portion of the loans in 
communal debentures granted to Local Government enterprises. 
Computed on these lines the total amount of industrial credits 
advanced by the Bank every year is found to be considerable, as 
is evident from the figures available for the years 1931 and 1932. 
In the former year the cash loans for private industry (including 
those from Treasury funds administered by the Bank) amounted 
to 148.9 million zl. ‘To these should be added almost all thecash 
loans to State and associated enterprises amounting to 114.2 
million œl., the loans in bank debentures amounting to 25.2 
million zl. and a great portion of the 153.3 million zl. loans in 

_communal debentures granted to various Local Government 
enterprises. The totdl amount of industrial credits thus 
amounted to-400 million zl. «during the year." Similarly in 1932 
the cash loans to private industry amounted to 119.4 million zl. 
Besides, almost all the loans in bank debentures totalling 24.3 
milhionezl., the majority of the loans in communal debentures 
amounting to 153.3 million zl. and 80 million zl. of the credits 

sadvanced to State and associated enterprises were for industrial 
purposes. As a result, the total share of industry in the credits 
granted by the National Economic Bank amounted, at the close 
of the year 1932, to 380 milhon zl. 

The rôle of the National Economie Bank in relation to 
industry, though defined to be rather of a subsidiary nature,” is 
thus found to be not at all insignificant. It did not completely 
abandon its activities in the industrial sphere even after the 
Presidential order of 1930. Financial assistance rendered to 
industry by the Bank in the form of debenture loans and of 
short- and long-term credits continued to be quite considerable. 
In those cases specially where private banks were not able to 
meet adequately the requirements of industry and in the case of 
the heavy metallurgical and metal industry, the heavy chemical 


> 
1 itepori of the Board of Directors, National Exonomic Bank, for the financial 
year 1931, p. 47, | | 
* Exposé of, Dr. Roman Gorecki M the Prose Conference, op. cit., p. 87. 
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“and. other large industries, employing modern equipment, the 
Bank rendered useful assistance by providing long-term simking 
fund credits in the form of bank debentures. As regards the 
long-term cash loans, those that were granted to industry during 
the economic crisis of 1924, 1925 and the beginning of 1926 
were no doubt being gradually paid off, but owing to the general 
shortage of capital in the country, the Bank would probably, 
continue to provide medium-term, if not very long-term credits, 
for some time to come. Besides, it played a very useful part in 
industrial rationalisation and concentration of production. ‘The 
financial policy of the Bank in respect of industry was in recent 
years guided mainly by the principle of rationalisation and it 
always endeavoured to promote sound and far-sighted schemes of 
industrial reorganisation. 

In concluding our review of the activities of the National 
Economic Bank it will be interesting to know how far the“indus- 
trial loan policy of the institution was attended with success. 
In examining this question we should bear in mind the repercus- 
sions of the world-wide economic crisis on every branch of Polish 
industry. Considering the acuteness of the economic depression, 
it is satisfactory to note that on the whole påyments of instal- 
ments of industrial loans were not very unsatisfactory. In 1929 
the payments of instalments were on the whole quite satisfactory 
and only one case was referred’ to Court. Owing to the «further 
aggravation of the economic crisis, however, payments of instal- 
ments slowed down slightly in 1931 and 1932. Reference had 
to be made to Court and the properties of debtors had to be sold 
in a few cases. To safeguard its funds the Bank was also obliged 
to buy in some cases. But in all cases deserving consideration, 
the Bank waived aside its right to foreclose in the event of arrears 

“and generally prolonged the periods of repayments. On the 
basis of the Law of the 20th December, 1932, the Bank granted -+ 
far-reaching facilities to its — The interest charged on . 
industrial loans was reduced to 5.5% per annum, beginning from 
the second half-yearly instalments falling due in 1952, and the 
maximum period of redemption for industrial loans was fixed at 
20 years. * 
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* CHAPTER XT 
An INDUSTRIAL MORTGAGE BANK For INDIA 


2 


~The analysis made in a previous chapter * clearly revealed 
that the defects and deficiencies of long-term industrial finance in 
India, in normal times, chiefly related to the lack of financial 
facilities during the development period and Jor extension, 
reorganisation and modernisation. The most serious gap 
existing in the financial machinery of the country was shown to 
consist in the entire absence of any suitable organisation for 
furnishing long-tefm loans to industries on the security of their 
fixed #Ssets The system of managingagency, which has played 
a very important part in thd'financing of industries in the country, 
has no donbt catered for these” particular * financial needs of 
Indian industries tò soñe extent. But as already noted, the 
system has undergone considerable degeneration in recent years. 
The modern managing agents have not been able to keep up the 
traditions of the system and have seldom possessed the attributes 
which made the system so useful in the past. Besides, the 
managing agency system of financing is open to some grave 


defects." In “the circumstances the future development of 


industrial finance in India does not lie there but should be sought 
in the establishment of a special machinery for providing the 
particular type of long-term finance, of which Indian industry 
stands in urgent need, 

The question of establishing a special institution for solving 
the problem of industrift finance in India has been before" the 
The necessity of setting up such an 





as the Central Banking Enquiry Committee. But no action 
except a half-hearted attempt in one or two prowinces was 


taken on their recommendations: their reports were resting 


in oblivion among the dust and* cobwebs“of the upper shelves of 


— 
7 * 
* Published in the form of on article in the Caleutte Review, May and June, 1049. 
2 Chapter V, supra. 
i * See Chapter VI, spre; =| 
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the Secretariat. In the years after the First Great aa pet 


- the depression, as has been shown in the preceding chapter, the 


question of establishing suitable machineries for the long-term 
financing of industries engaged considerable attention in several 
countries. Whenever it was found that industries were unable 
to satisfy their long-term financial needs from the existing 


+ sources, the desirability of filling the gap in the financial 
- machinery. by establishing a special organisation was strongly 
recognised. In the years after World War Il again, whem 


attempts are being ‘made elsewhere to set up machineries 


= specially designed for providing long-term industrial finanee, 


it is highly desirable that India should not lag behind. Her 


rail 


need for such an organisation is no less great than that of any — 


other country. P 
Now the question is, what shõuldsbe the model whieh the 








a model is not ateall an easy matter and a great deal of the 
successful working of the organisation will depend upon the 
proper choice. In the last 15 or 20 years, during which Indian 
economists and publicists have been toying with’ the idea of 
specialist institutions for financing Indian industries, a variety of 
suggestions has naturally beer made. * But most of these sugges- 
tions have not been theoretically sound ana have failed to appre- 


ciate correctly the functions and purposes of such # special type. 
. . * . . - 5 -= 
of institution, while others have had little -practical value. - The- 


Indian Industrial Commission which favoured the eSfablishment 
of an institution modelled on the lines of the Industrial Bank of 
Japan desired to confine the larger portion of its industrial 
business to the provision of working capital only. In this they 
failedéto realise that the restriction of the business of such an 
organisation to the supply of only*Short-term working capital to 





‘ industry would defeat the very pūrpose for which it would be 


started. The problem of long-term indusfrial finance which is 
more complex and more acute would not be solved thereby. The 


' attitude of the Industrial Commission entirely misconceived the 


nature and functions 6f speciahst institutions designed for 
financing industry. Wherever such organisations have been set 
up, their object bas primarily been the provision of long- and 
medium-term financial facilities for industry. “The Indian 
Central Banking Enquiry Committee threw out a suggestion for 
the formation of Provincial Industrial Corporations but they did 
not develop the idea and details were not filled in.” i 


f chõosing 
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The Industrial Bank of Japan has hitherto been the only 
model before India. Whenever a pattern has been sought for — 
the future Indian institution, Commissions, Committees and 
economists have invariably turned to Japan. Even the ‘* Foreign 
Banking Experts ° who were invited to assist the deliberations 

of the Indian Central Banking Enquiry Committee believed that 
Japan was the only country where .a specialist institution 
specifically designed for financing”industries existed.) 
*. A careful study of the structure and operations of the 
Japanese institution, however, has impelled us to reject the 
Japanese model for India. The loans furnished by the Bank are 
not truly long-term and there is no statutory provision for 
amortisation, except for ship mortgage loans. An institution 
furnishing such type of industrial loans will not fulfil the real 
peed India for long-term industrial finance. Besides, it has 
i combined issue business with industrial mortgage banking and 
has furtfer added to it ordinary commercial banking. Such a 
mixture of various kinds of banking functions is not desirable. 
The Japanese Bank, though a singular instance of a special 
institution for financing industry in the days before the First 
Great War, is not in the present times, the one and only 
instance of a specialist institution for the long-term financing of 
industry. In seeking ñ model for India, therefore, we need : 
longer turn tọ Tapan alone. During the years after World War 
in a number of European countries, it has been seen, a new 
machinery was evolved for satisfying the long-term financial needs 
of industry. Industrial mortgage banking was a very useful and 
interesting experiment in industrial financing attempted by 
these European countries. A considerable measure of success 
was achieved there and the same experiment may very profitably” 
be made in India. An organisation closely modelled on the lines 
«= of these post-war industrial mortgage banks in Furope will be 
eminently suitable for ‘the financing of industries in India. The 
main business of the Institution will be, as with its European 
confrères, the granting of long-term amortisation loans. to 
industry against mortgage of industrial real estate, land, 
factory buildings, machinery and plant, the necessary funds for 


its operation being obtained by issvine industrial mortgage bonds 
in addition to its own share capital. 
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All-India or Provincial Basis: 


* . 
In recommending the establishment of a specialised 
mortgage bank for furnishing Indian industries with long-dated 
capital, the most important question that has to be decided is 
whether the proposed Institution should be founded on an All-India 


or Provincial basis. The majority of the Indian Central Banking — 


Enquiry Committee decided in favour of the establishment of 
Provincial Institutions. Their decision, in this connection, 
appears to be reinforced by the recommendations of a number 
of Provincial Banking “Enquiry Committees. for setting -up 
“industrial banks “" on purely provincial lines. The most . 


important single consideration that impressed them in favour of 


a Provincial Institution instead of an All-India one was the 
anxiety to safeguard provincial interests. “A persistent fear 
seems to have haunted not only the Provincial Committeés but. 
also the Central Committee that in the event of a Central 
Institution being established, *the particular interests of the 
provinces would be neglected. A national centralised Institute 
could never be expected to possess the detailed knowledge of local 
conditions which the lending of mortgage loans -requires. 


Independent provincial institutions, it was believed, would be. 


much more useful in this direction than the Central Bank 
. ~ P z : . 

rking through its branches and agencies. Only a Provincial 
stitution would be able to take proper care of proyincial needs 
and aspirations... We have, however, carefully considered all 
the arguments that have- been adduced in favour of provincial 
institutions, and we are “inclined to believe that the balance of 
advantage lies still in favour of the Central Institution. 

The main function of the proposed Institute will be the 
issuing of industrial mortgage Bonds. Now there are three 


_ essential elements in the mortgage bond: security» marketability 


and yield. A Central Bond Issuing Institute is calculated to- 
promote the marketability and improve the security of the bonds 
decidedly in a greater degree than a Provincia! Institute. 
As regards marketability, if is clear that the bonds of the 
Central Institute, commanding an enormous’ gmount of capital, 
having a well-known directorate and issuing # large number of 
these bonds, secured by a diversified parcel of properties all over 


— 
t Report of the Indian Centra! Banking Enquiry Committee. Vol. I. Port I 
42—1789 B. — 
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the country, will provide a greater appeal to the investing public 
than the local small „issue of a Provincial Institution. uch 
bonds will be sold both ñtshome a abroad. Considering the 
extent of the capital market in"fndia, it cannot be expected to 
respond quickly and easily to a number of separate bond-issuing 
institutions... The home markeffis not sufficiently strong to 
provide all the enormous funds that may be required for financing 
the various industries of the country. The foreign capital 
market shall have to be tapped to obtain some of the necessary 
funds. The large national organisation will be better known and 
will command, œ much greater confidence than the smaller 
provincial institutions. The foreign investor is quite likely to 
be interested in a national issue secured by widespread mortgages, 
although he may not be prepared at all to invest in locally 
secured bonds. As regards investors within the country itself, 
there” are undoubtedly some whọ will prefer local securities 
partly for sentimental reasons and partly because they feel they 
can have a personal knowledge Of the undertaking and of those 
who are in charge of it. Thus the Madras investor may be quite 
willing to put his money in a glass factory in Madras but will 
be reluctant to take an interest in a «Punjab glass factory. But 





«there is another aspect of the question. Bonds issued by the 


KY 


Oe 


Assam Industrial Mortgage Bank may not be touched in Bombay. 
Madras or Bengal. But if it were a Central issue, the investor 
in every province will be interested. A large issue of bonds by 
a Provincial Bank may not find a ready market—may not find a 
market at all. Again, if the bonds are given any guarantee, that 
of the Central Government will undotibtedly inspire more con- 
fidence. The bonds issued by the Ceritral Institute and guaran- 
teed by the Central Government will enjoy a greater reputation 
both at home and abroad, and the requisite funds may be raised 
without much difficulty. a$ 

As regards the question of security, it has a twofold aspect. 
It has, in the first place, reference to the relations between the 
. Mortgage bank and the owner of industrial enterprises and in 
the second place te the relations between the bank and the bond- 
holder. In the interests of the bank the loans granted will have 
to be safeguarded. It is also necessary that the would-be 
investors have to be induced to purchase the bonds by making 


- * Discussions with Foreign Experts—Tndian Central Banking Enquiry Committee, 
Vol. IV. p- 351. = 
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theny secure to the greatest possible extent. It is clear that the 
security of the bonds issued depends a great deal on the proper 
and scientific distribution of risks. ‘With a ¢entral organisation, — 
the opportunity for diversification of risks will certainly be 
greater than with a local anstitute. It is a root principle of 
investment “banking to achieve the maximum diversification of 
risks. There are two prifcipal bases on which risks can be 
diversified—geographical and generical. It is evident that both 
these two forms of distribution can Wè obtained to the maximum 
extent in the case of an All-India Bank. So far as geographical 
distribution is concerned, the All-India Institilte can reduce its 
risks to the minimum through careful selection of undertakings 
existing in different parts of the country. Different areas will 
be subject to different risks, because of different climatic, financial 
and industrial conditions. If there is a depression in the main 
industry of the province, say*the cotton industry in Bombay, the 
jute industry* in Bengal, the sugar industry in Bibar or U.P., 
the provincial institutions which may have advanced heavily to 
their respective industries will be reduced to a helpless position. 
The majority of their borrowers will default and a” considerable 
portion of their assets will be frozen. The situation will not be 
so perilous if the institution were an All-India one. If there is” 
a depression in one industry in one province, the Bank will on 
the whole maintain its position by the profits it may make with 
regard to the same industry in another province. Owing to 
purely local conditions, a depression may occur in the cotton mill 
industry in Bombay t not in Bengal. The All-India Bank 
will not be so vulnerable in the event of a provincial or local 
depression or in the event of a slump in a specific industry. 

Risks can be distributed not only geographically but also 
generically by the All-India Bank much better than by the 
provincial institutions. The Central Institution can invest ip 
many more different kinds of industry than a Provincial Bank. 
Except in the case of a world-wide depression, like the one 
recently witnessed, it is unlikely that all the different kinds of 
industry should be simultaneously caught in a slump. The 
depression in one or two industries can have little repercussion 
on the general prosperity of the Bank. A substantial number of 
industries has to be affected and a substantial fall in the value of 
the mortgaged property has to occur before the Central Institute 
can be threatened with any disaster Different influences will 
affect different types of industry and industrial property; so that 
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if one industry declines in value, the value of others may be 

= well-maintained or may eyen rise. A Central Institute will be 

able to sustain itself better, because its investments will be very 

- carefully distributed among various industries in various provinces 

and the chances of its being affected by an industrial Tepression 

will at the same time be comparatively smaller. If itais admitted 

that security both of the loan and of the bond-holder has to be 

ensured for the successful operation ‘the Mortgage Institute, 

the measures which will ensure maximum security must be 

adopted. The Central Banking Enquiry Committee failed to 

realise the gravity and importance of the question, when, ¢arried 

away by an anxious desire to safeguard the narrow sectional 

interests of the provinces, they recommended the establishment 

of industrial corporations on provincial lines. Wherever indus- 

trial mortgage banks have been started, considerations of security 

and marketability have weighed ‘so seriously with them that 

they have always attempted to diversify the risks of investment 

as much as possible by selecting different types and sizes of 

industry situated in widely different parts of the country. It 

may also be* mentioned in this connection that a great deal of 

the successful working of the British Investment Trusts has 

“depended on their policy of distributing the risks geographically. 
industrially and denominationally. 

A Central Bank will certainly be immune from the chief 
dangers which beset local banks, viz., particular economic 
interests. It will be outside the pressure of local facts and the 
confusing influence of provincial patriotism. As Dr. Jeidels 
remarked, ** If the organisation is too local, foo provincial—loca] 
fight might arise about propositions submitted to the Corporation, 
everybody claiming that his proposition is the best. The Cor- 
poration therefore ought, I think, to keep as much aloof from 
local influence as possible, particularly in the beginning.’”’ 

Otherwise it * will run the danger of becoming a pandemonium 
of partisan struggle incompetence."’* The encouragement 
of narrow sectional interests which is sought by the establishment 
of provincial institutions cannot be too s 


—— condemned. Tn 


economic matters, the promotion of separate provincial interests 
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is highly injurious. So far as industrial development is con- 


cerned, it is never desirable, as Mr. Manu Subedar rightly : 
observes, to take a narrow view of provincial development in 
preference to an all-round national development.’ g“ 
The preceding discussion has made it abundantly clear that 
the prope course would be to organise the future Industrial | 
Mortgage Bank of our country on an All-India basis. But after 5 
careful consideration of the peculiar conditions of India—the 
vast area of the country, the existence of acute provincial 
jealousies and of an anxiety to safeguard the interests of local 
and small industries,—we are inclined to restrict our proposed 
Central Institution to the business of issuing bonds only. We 
do not propose to entrust it with the responsibility of granting 
long-term loans direct to industrial concerns. The organisation 
that we are contemplating and that we believe would be the 
“most suitable type for India is an All-India Bond Issuing 
Institute and a number of Credit-Granting Provincial Bodies 
affiliated t it but having no power of bond issues. The two 
functions of granting loans and issuing bonds have been 
separated in our scheme and have been entrusted to two different 
_bodies. The All-India Bank will have the absolute monopoly 
of bond issues, but, instead of lending direct to the industrialists 
themselves, will grant loans to the provincial or regional banks 
Which will not be able to raise the necessary funds so easily in 
the capital markets of home and abroad. These provincial 
institutions will re-lend the proceeds of their loans from the 
Central Bank to the industrial concerns, handing over at the 
same time to the Central Institute the mortgages of their indus- 
trial borrowers equal to the amount of the loan they receive. On 
the basis of the mortgaged properties, the Central Bank will 
‘issue a standardised bond of extraordinary strength and stability 
waiving a definite specific yield. The Central Bank could lend 
with perfect safety upon the assignment of the large mass of ~ 
mortgaged properties which the local institutes have taken from 
their clients as well as on the genert] security of the borrowing 
banks. The security consisting of mortgages in different parts 
of India in a number of provinces and relating to various 
industries and various kinds of industrial property would be 
extremely well diversified and almost* unchallangeable. The 
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eanta Bank will make large issues of bonds and the funds: that 


it will obtain will be re-lent to the provincial institutions. The 
price at which the capital will be raised will be charged to the 
latter with a small addition for administrative expenses and a 
reserve ‘fund. The expenses of conducting the business will 
include the costs of the bond issues, the salaries of qualified 
officials, rent for hank premises, etc. The difference between 
the rates of interest received from “the borrowing bank and the 
rates allowed to the purchasers of the mortgage bonds will 
constitute the main source of the income of the All-India Bank. 

The Bank need not and probably should not lend at the same 
uniform rate to all the provincial banks. Different rates 1 

be charged to the borrowing banks according to their gradin 
Some restriction may also be imposed on the maximum amopn 

that could be lent to a single Provincial Institute. -Th 

borrowers of the Provincial institute will be charged a rate 
slightly higher than that at which the institutions themselves 


will receive their loans from the All-India Bank. “he set-up _ 
that we are contemplating is also calculated to provide cheaper 


industrial finance than will ever be possible if independent 
provincial institutions were formed. ‘The Central Institute will 
undoubtedly be able torplace its issues at a rate of interest much 
less than that at which a number of smaller competing provincial 
banks making numerous issues will be able to do. If bonds can 
be sold at a cheaper rate, money can also be lent to the 
borrowing provincial institutions at rates much lower than what 
they must pay when appealing directly and separately to the 
investing publie. Cheap finance will filter down through the 
provincial banks to the owners of industrial enterprises and thus 
industry will enjoy exceptionally good financial facilities’ It is 
significant that the French Credit Foncier and the Centralised 
Swedish Institute in the sphere of agricultural mortgage credit, 
both of which possess absolute monopoly issues, have success- 
fully placed their bonds at much. cheaper rates than their 
smaller confrères in countfies of similar conditions. The com- 
parison is probably not conclusive as there are other elements to 
be considered, but there is ample ground to believe that this 


monopoly of borrowing power, has had a great deal to do with 
the cheaping of interesf rates.’ 
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' J. L. Cohen, The Mortgage Bonk, p, 198 
— 





E AN INDUSTRIAL MORTGAGE BANK FOR INDIA 333 


: The division into a Central Bond Issuing Institute and a 
decentralised organisation of credit granting bodies will, we 
„believe, be admirably fitted to the needs of the situation. ‘The _ 
difficulties arising from the peculiar conditions of the home 
capital niarket will be solved, provincial jealousies will be satis- 
fied, fears and suspicions will be allayed ; and yet ‘the set-up will 
be outside the pressure of local facts and the confusing influence 
of provincial patriotism. The three essential conditions in the 
“ mortgage bond—marketability, security and yield—will be 
~ satisfied as in no other scheme. Security and marketability will 
be maximised and a definite specific yield will be ensured. 
~~ In recommending this particular type of industrial mortgage 
~ bank for India, we have been greatly impressed by the Swedish ~ 
‘models in the spheres of agricultural and urban credit. The 
Swedish General Mortgage Bank is the Central Bond Issuing 
Jnstitute and lends the proceeds of its bond issues to district 
associations affiliated to it, upon the assignment of mortgages 
which they receive from their own borrowers.’ In an analogous 
> = Manner the Swedish Town Mortgage Institution centralises the 
bond issues for its affiliated urban credit associations and grants 
mortgage credits to them. 
= Our argument for a Central Bond Issuing Institute is 
further reinforced by recent developments in the history of 
mortgage banking. The advantages of a central national issue 
have become increasingly patent; and the post-war years 
witnessed a remarkable development of the centralised mortgage 
bond. In every country there was noticeable an unmistakable 
tendency towards the creatfon of Central Bond Issuing agencies. 
The type based on Swedish experience was coming more and 
more into favour. An important instance is furnished by the 
Deutsche Kreditanstant founded in 1925 on lines closely similar 
to those of the Swedish Mortgage Bank. It was a Central 
Agency for issuing bonds, the proceeds of the bond issues beig - 
lent to agricultural and co-operative associations.” 

The growth of the cofcentration movement among mortgage 
banks illustrates the same tendeney towards centralisation. 
The post-war history of mortgage institutes in Germany, for 
instance, is dotted with fusions and amalgamations. The 
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_ formation of Preussische Centralborden und Pfandbriefbank is 
__. a remarkable instance of this movement.’ 
ae The advantages of a Central Institute in the sphere of. 


agricultural credit have been considered to be so great and 
numerous that it was even proposed to start an Imperial 
Mortgage Bank for the whole of the British Empire.’ Such 
an institution with its headquarters in London could lend to 
the existing mortgage banks in the different parts of the British 
Empire which might be in difficuties to raise the necessary — 
funds themselves. The Imperial Bank with much less effort 
b and difficulty could obtain the requisite funds from the markets 
of the world by issuing bonds on the basis of the mortgaged 
* properties in different countries of the Empire. The security 
and marketability of these bonds would be unquestioned. In the 
same way the question of setting up an International Mortgage 
Bank, standing in the same relation to the mortgage banks of ~ 
the world ~as the Swedish Institution does to its affiliated 
associations, has been frequently canvassed in recenteyears. It 
has even engaged the attention of the League of Nations and 
was actively studied, by its Financial Committee and a special 
Delegation of this Committee. A concrete proposal for forming 
an International Agricultural Credit Company was drawn up by*® 
this body. It was considered in Geneva, in April and May, - 
1931, by a Sub-Committee of the Committee of Enquiry ‘for 
European Union and was"ipproved by the latter and also by the 
Council which appointed an Organisation Committee to take all. 
necessary steps for its organisation.” — 

International Institutes for feeding the mortgage banks of © 
several countries, though not of the whole world, have already“ ~ 
been formed. The Institut Central pour Prets Hypothecaires _ 
was founded with a registered capital of 10 million florins in 
Amsterdam in 1930 by a body of leading bankers of different 

countries. Similarly the Internationale Bodenkredithbank was 
establislied at Basle with German, Swiss and Swedish capital, 
with an idea of issuing bonds to the public ahd purchasing with 
the proceeds the bonds of mortgage banks.* 
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The foregoing discussion has — revealed the recent 
dency among mortgage institutes to éstablish Central Institutes 
and has amply demonstrated the advantages of the system of 
having a Central Bond Issuing Institute in preference to 
decentralised provincial bodies. In the circumstances ft is 
only logical that India should not take a retrograde step by esta- 
blishing separate .provincial institutions as the Central 
: uiry Committee recommended but should keep herself abreast 
K of the times and, profiting by the experience of other countries, 
should form her future Industrial Mortgage Bank on lines parallel 








to recent world moyements. The Government of the United 





Provinces recently founded an `* Industrial “Credit Bank *’ 
for financing the industries of the provinces on the lines of the 
| dations of the Industrial Finance Committee. An 
= _ Industrial Credit Syndicate was also established in Bengal 
x — Government auspices for extending credit facilities to 
smal] industries. The organisations were conceived entirely on 
provincial lites and in the light of the preceding discussion can 
never be supported. In these days of planning, such piecemeal 
efforts on the part of Provincial Governments cart hardly be 
‘Tiitivatio In order to reap the full benefits of a Specialist 
tution and to ensure its successful working, it should be 
under the auspices of the Central Government, as we have 
suggested. 
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Amount and Mode of Subscription of Capital : 
~ 


~ The question of the amount and mode of subscription of the 
rg of the proposed All-India Mortgage Bank should next 

_ engage our attention. As regards the amount, it -must be 
“emphasised that it should be snch as would give the Bank a 

x J definite status both at home and abroad. As Mr. Manu Subedar 
has o 
confidence among the public and business community. which are 
4 necessary for the proper functioning of such an Institution, inust 
have to be created." Wherever such Institutions have been 
- formed, a fairly Yarge initial share capital has heen provided for. 
and there have generally been stipulations for a further increase 
oye of capital, if necessary. An adequate policy of distribution of 


W = 





















7, 





i * 
— = —— of the Indian Central Banking ¿Enquiry Committee, Vol. I. Part IT 
(Mie y- Report). pP 344 . 


+ 
— er -1780 B. x — 
r Oy 3 








ed. ‘‘the psychological factors of hopefulness and 7 ~ 






“0 


_— Npostara FINANCE. IN INDIA oe 


risks is partly dependent on the size of the Institute. Agricul- 
tural Mortgage Institutes fn Europe and America have, therefore, 
been; as a rule, more or less large-scale undertakings. In the 
sphere of industrial credit also, the Finnish, the Hungarian and 
the Saxon Mortgage Institutes were started with a fairly large 
share capital. In the case of India the existing demand for long- 
term industrial finance is considerable. The industrial develop- 
ment of the country has also immense possibilities. Extension 
and reorganisation are urgently called for in most of her major 
industries. The potential needs of long-dated industrial capital 
must, therefore, be very great in the near future. All these 
factors have to be taken into careful consideration in determining 


_the size of the Bank’s capital. Various estimates of this size 


have been made. A well-known Indian banker estimated that 
the capital should be Rs. 50 lakhs to start with, and it might be 
gradually increased, if necessary.’ A university professor's 
estimate was one crore, to be increased later on as the Institution 
should show signs of stability and success.” Mr. Manu Subedar 
in his Minority Report put it at 5 crores, * and a Chamber of 
Commerce -proposed two to three crores.* The various Provincial 
Banking Committees which suggested the establishment „of 
provincial industrial banks made different estimates of the initial 
share capital required by such institutes. The proposal of the 
Bombay Committee, for instance, was an authorised capital of 
Rs. 5 crores and a paid- -up capital of 1 crore.* 

But all this is mere guess work. It would be advisable: to 
conduct a survey of the industrial conditions of the country 
before any decision is made as regards the size of the All- India 
Bank's capital. The survey should be made—as Mr. Nalini 
Ranjan Sarker suggested in a valuable note of dissent to the 
Central Banking Enquiry Committee's Report—by an expert 
__ body and should be sufficiently comprehensive so as to cover not 
~ only the immediate possibilities and scope of new industries 
which can be-started buf also the extent to which existing indus- 
tries may profitably be expanded and reorganised. full account 


1 Evidence (written) of Mr. (later Sir) 8. N. Pochihanawalla —Indian Central 
Banking Enquiry Committee, Vol. TI, p. 42. 

2 Indian Central Banking Enquiry Committee, Vol. TT, 

2 Jbid., Vol. I, Part “IT, p. MA. 

* Jbid.. Vol. II, p. 540. 
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being taken of modernisation, extensions and replacements of 
plant and machinery.’ It would be difficult to offer any estimate 
as to the size of the necessary share capital without this indus- 
trial survey. The nominal capital should be kept fairly high. 
The whole of the nominal capital need not be issued at once. A 
fairly good amount may be opened for subscription in the begin- 
ning and bonds may also be issued against industrial mortgages — 
to the extent as recommended hereinafter. Further shares and 
bonds may be issued as and when required. - 

The capital of the All-India Bank should be contributed _ 
partly by the Central Government and partly by the various 
Provincial Institutions. The organisation scheme of the Provin- 
cial Banks will be as follows :— 

The capital of a Provincial Institute will be divided into - 
two classes—"' A '' and * B” stock. 75% of the shares will 
belong to Class *' A "’ and 25% to Class ** B.” The former will 
be held partly by the State Government, partly by the public 
and partly by the banks and other institutional investors. The 
* B” series of shares must be subscribed by the would-be 
borrowers of the Banks, industrial enterprises, whether private, 
jointstock or co-operative, to an amount equal to a fixed percent- 
age, say 5%, of their borrowings. When the industrial 
borrower will have paid his loan and ceased to be a borrower any 
longer, he will be at liberty to sell his share to a prospective 
borrower or to transfer it to Series ** A |“ shares which may, 
then, be sold to anybody. Series ‘‘ B °’ shares should be made 
not transferable except to another industrial borrower or an 
individual eligible to become a borrower and then only with the 

‚approval of the Directors of the Provincial Institution. But 
‘each holder of the Series ‘* B ` shares must, within two years 
“after he has ceased to be a borrower, exchange his share at its 
fair book value, not exceeding par, as determined by the 
Institute, for a Series ‘‘ A “ share. By this provision, it will bem e 
possible to maintain permanent relations with the borrowers 
and to firmly establish the co-operative principle of joint liability, 
Tt is also to be expected that the Government Stock will be 
gradually retired as private investors subscribe for Series “A 
shares. and Series ‘‘ A "’ shares are substituted for Series  B” 


i Diseuasions with Foreign Experte—Indian Central Ranking Enouiry Committee, 
‘ol. TV, p. 8%. ' 
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* shares, when a borrower has paid his loans. ‘Che participation ol 
borrowers in the share capital of the lending Institute has been 
oe un interesting feature of several organisations dealing in mort- 
=~ gage credit.in fecent years. The Industrial Mortgage Bank of 







Finland, Ltd., fs an important case in point.’ In the United 


+ States, in a different sphere of mortgage credit, the same pro- 
Vision requiring the borrower to subseribe to a certain fixed 


Credit of May 12, 1933, and the Farm Credit Act of June 16, 
= *. 1933, borrowers of a Productive Credit Association must sub- 
—— scribe to its Class * B stock, and the borrowing Associations 
= = must subscribe for stock in the Central or Regional Co-operative 
— Banks, in amounts equal to 5% of their total borrowings.” 

~ 


~ 





© Collective Liability : 


The joint and several liability of the borrowers is a common 
_ feature of mortgage banks organised as mutual associations. In 
the case of agricultural credit co-operative associations, issuing 
mortgage bonds in their early stage, each member was held 
liable to the total value of its assets for the debts of the associa- 
i tion. The debtor associations of -the Swedsih General Mortgage 
Bank were liable to an unlimited extent for the debts of the 
: Central Bank in proportion to the amounts respectively borrowed 
by them. The borrowers of the associations themselves in turn. 
=> were jointly and severally liable without limit for the obligations 
_of their respective associations in proportion to the debts owed 
by them.’ a. 


J. P 


À 


At the present times, the liability of the borrower is limited - 


as a rule to the amount of his own loan or to that part of it 
* _ still outstanding or even to his share in the capital. As an 
instance of the case where the liability is related to the holdings 
in the share capital, mention may be made of the Belgian local 
banks which affiliated with Central Banks by subscribing one 
share at least, involving a liability limited to at least ten times 


, , i Report of the Industfial Mortgage Bank of Finland : : 

| te the writer from the Managing Director of the Bank, — AMO Letter 
~ =~ > Journal of Political Economy, Vol, XLII, February, 1934, pp. 80-31 
~ > = * Herrick and G. Ingalls, Rural Credits, p, 183, p, 218 —— 
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the amount of the share.’ In the Rentenbank Kreditans 
Germany, the agricultural debtor organizations were indivi 
liable for the unamortised principal of the loan. The Munic 
Mortgage Bank of Finland laid down that” the “memt rs. 
be jointly liable up to the amount of the difference of the 
outstanding and the value of the mortgaged property. in 
Provincial Mortgage Bank of Saxony, which dealt in jnd 
mortgage loans, the borrowers, it will be recalled, wére jo 
and severally liable up to 10% of the loan granted.” A 
deal of the security of the bonds issued by a mortgage insti 


which is a mutual association of borrowers depends ou t 


collective liability, limited or unlimited, of members. Combin 


Swedish with recent Saxon experience, we would suggest t 
the Provincial Institutes in India should be jointly and several 
liable for all debts of the Central Banks up to 10% of the loz 
granted. ‘The borrowers of the Provincial Banks, the mor gagors 
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themselves, should in their own turn be jointly and sever 
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liable up to 10% of the loans granted by their F vin sial- = 


Institutes. The bonds of the All-India Institute will vai 
attain bed-rock security, as they will have not only the mortgag 
as cover but also the joint liability of the Provincial Banks and 
their industrial customers. . 
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Proportion of Bonds to Share Capital : . 
As already stated, the Industrial Mortgage Bank of India 





will issue bends against the securities of the mortgages ae oe 
over to it by the several Provincial Institutions. Besides pa 


paid-up share capital, the main source of funds for its operation 


will come from the proceeds of its bond issues. An important ~ 


question which must be settled at this stage is what proportion 
the bonds issued by the Bank will bear to its capital and reserves. | 
The sums obtained by a mortgage bank by issuing its bods 


are analogous to the deposits received by commercial banks. — 


But while the funds of the commercial banks are essentially 
short-term, those of the mortgage banks are not so and may, 
therefore, be appropriately used for granting long-term loans, 
running for several years. As a result of convention or statutory 
obligation commercial banks have to maintain certain reserves to 
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' Herrick and G. Ingalls, Rural Credits. p. 386. 
* Htatotes relating to the establishme&t of the Saxon Mortgego Bank. Sec. 9, 
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gt h beir liabilities. n t t vay io or law has 
R ` sti ulated that an Gedibaue a — d be maintained between the 
| _ bonds in cireulatiow® and the outstanding loans. Generally, the 
S face-value of the A in circulation abbul never exceed the 
total amount of th outstanding loans, and in addition to this 
ae extreme limit ot nd issties is fixed at a certain number of 
times the paid-up capital or the paid-up capital plus reserves, 
A -the total volume of bonds in circulation always bearing 
a a fixed proportion to the latter. In some cases, instead of 
stipulating for a fixed ratio between outstanding bonds and 
owned capital, the maximum bond issue is limited to a certain 
figure. The underlying idea in laying down such provisions is 
the prevention of excessive issue of bonds and the guarantee of 
the security of the bondholder. Mortgage banks whether 
agricultural, industrial, or urban, have almost. invariably provided 
for some limitations to the issue of bonds. A study of a 
representative list of 22 agricultural mortgage banks in Germany 
shows that tle bonds varied between L7 times the capital and 
+» reserves to 7 5 times, the average being 12 times." The recently 
. established Rentenbank Kreditanstalt. already referred to, limited 
-- bond issues*to six times the paid-up capital, which might be 
increased to eight times by special consent of the Reichsrat.» In 
=~ the case of agricultural mortgage banks generally the ratio has 
varied from eight to twenty-five times the paid-up capital.* In 
the field of urban and industrial credit, however, the limit is more 
conservative. The Industrial Mortgage Bank of Finland, Ltd., 
adopted the limit of ten times the capital and reserves.” 

The Swedish Institute, organised in 1934 to furnish middle- 
and long-term credits.to industry, is to have the right of issuing 
bonds up to four times thercapital guarantee and the reserve fund 
to be’ formed hereafter.‘ The Industrial Mortgage Bank of 
Saxony limited its bond issues to 75 million RM.* and the Spanish 
Banco Credito Tndñstrial to 150 million pesetas.“ In the case 
of institutions issuing bonds or debentures, not necessarily 
mortgage banking institutions, the general rule is also to adopt 
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<6 : M. T. Herrick, Rural Credits, p. 221, 
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some kind of limitations’ “ot bond i issues. | 
ment Trusts have generally provisions 
their bond issues. The average of- "50 oth ritish 
Trusts shows bonds to the exten — Peta of the total 
capitalisation or a ratio to total ———— * wo to- 
three." The American Edge Law permits company established 
under its provisions to iss ——— up to 10. times R : 
aggregate capital and surplus of the issuing company.” — 
are, no doubt, some cases where the only limitations are those o a. 
the bond issues being equal to the mortgages granted. The + 
National Hungarian Farmers Mortgage Institute operated under a 
such a provision. But the additional rule fixing the ext 47 
limit of bond issues is desirable to enhance. the security of the 
bondholder. The recent trend is in — of putting such a _ a 
limit as may be observed from the case of the Finnish Industrial | 
Mortgage Bank, which had originally provided that bond issues 
should be simply limited to mortgages granted.” _ 

It is abundantly"clear from the preceding discussion that 
some limitation should be placed on the amount bond issues — 
to be made by our proposed All-India Institute. The bonds < 
should be made to bear some definite proportion to its share ` 
capital and reserve. It will tend to promote the security of the 
bonds and the confidence of the investors. It is surprising to 
find Mr. Manu Subedar advocating in his Minority Report that 
any hard and fast proportion of bonds to paid-up share capital 
need not and should not be laid down.* Another well-known 
Indian banker (Sir S. N. Pochkhanawalla) also made the point 
before the Central Bankin Enquiry Committee that it was 
unnecessary to have any limitation of the®debenture capital in 
relation to share capital." All this is contrary to established 
theory and practice and cannot he accepted. 

In suggesting the fixation of a ratio of bonds to share canséa] 
in the case of the Indian Institute, it should be remembered that 
the grenter the proportion of bonds to capital and reserves, the 
smaller is the element of safety. Hence where the risk of 
investment is the greater. the relation of bonds issued to capital 
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' Lawrence M. Speaker, The Incestment Trust, p. 35. 
® Jbid., p. 79. 
3 See. R, Articles of Association. 
4 Report of the Indian Central Ranking Enquiry Committee. Vol. T. Part TT, 
p. AAS. fe n 
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; should. be lower. Industrial Mortgage Banks cover 
oiy by mobile assets and hence must have the 
A ' bonds issued © to capital lower than purely land 
tga » banks which-advance against real estate. But at the 
š A ime it would“not be advisable to fix the ratio at too low a 
not only because it is not necessary but also because it 

| hi nder the proper functioning of the banks for lack of funds. 
4 Foreign Experts,” who assisted the deliberations of the 
| Central Banking Enquiry Committee, recommended the 
jeer 2:1. Dr “SJeidels in the course of the discussions opined 
that might just as well be 3:1, if the capital were not less than 
© coe Crore; but the ratio under no circumstances should be 
: The Central Banking Enquiry Committee was entirely 

ided by the opinion of the ‘* Experts’ in the matter and 

_ recommended the adoption of the ratio of 2:1." 

- . The restriction of bonds to share capital as recommended by 
- the — and the Central Banking Enquiry Committee appears 











be unnecessarily conservative and severe. We are 
to think that a higher proportion would not only be 
— adequate but even necessary, so that it might not fall 
_ = short of the reasonable requirements and might not injure the 
revenue earning position of the Bank by not providing the neces- 
"sary turnover on which expenses could be spread out. In Mr. 
* de Sarker’s note of dissent, already referred to, it has been 
ggested that the limit of 5 times the amount of the share 

i tal may be adopted. This is a fair and reasonable limit and 

y be accepted. We would only recommend that the reserves 

ould also be taken into account; that is, the bonds should be 
8 ted to 5 times*the “amount of share capital plus reserves. 
The ratio may be increased later on, if necessary, up to 10 times 
— ount of share capital and reserves but should not go 
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t — e€ have proposed that State-aid should be furnished to the 
gn organisation in the shape of subscription to share capital. 


with Foreign Experts —Todian Central Ranking Enquiry Committee. 


tepo ri of the Indisn Central Yeoking Enaniry Committees. Vol. i Part T 
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that Government assistance, not only in the form of subscription ral 
to share capital but also in the form of a-guarantee of the bonds _ 

of the Central Institute, will be necessary. The investing publig 

here are proverbially shy and nervous. In order to make the x 
bonds attractive to them and to draw out from them the required s 
capital, it is essential that Government should not only hold some 
shares but should, at least in the beginning, guarantee * 
Even Dr. Jeidels admits that in the beginning the sale will 
much easier with Government guarantee." When his attention 
Was sufficiently drawn to the peculiar circumstances in India, 
he did not strongly object to a temporary guarantee. The 
guarantee will be necessary to attract investors not only from ` 
within the country but also from without it. We have already — 
stressed the necessity for tapping the foreign capital market 

and the guarantee is sure to inspire confidence in the forei 
investors who may not otherwise come forward and open their 
purse-strings. It is satisfactory to note that the Central 
Banking Enquiry Committee recommended a guarantee of the  _ 
interest on the bonds and further laid down that thè guarantee - . 
should be limited to the first issue of bonds or to a certain 
period of currency of the bond issue.* It may, however, be 
urged that such limited guarantee has some draw backs, for the 
difficulty may arise that the public may be unwilling to take up 
subsequent issues when made without any guarantee at all. 

But it is expected that after a few years, when the public will 
correctly appreciate the nature of the organisation and be 
familiar with its working, “the stimulus of a Government 





guarantee will not be required to induce them to invest. The 


same thing has happened in Japan and elsewhere. 

In recommending this State participation of share c — al 
and State guarantee of the bonds, we have been chiefly guidedee 
by the fact that State-aid has been a predominant feature in 
almost all instances where Specialist Institutions have been 
started either for the financing of agriculture or of industry. 
There are numerous instances where the State has contributell 
wholly or partly the capital of agricultural morteage banks or 


i Discussion with Foreign Erperte—Indian Central Ranking Fn: quire Committee, 
Vol, IV, p. 247. 
a Report of the Indian Central! Banking S Enquiry Committee, Vol. I, Port ? 
p. 302. ¥ 
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guaranteed their bonds. Even in England the Agricultural 
Mortgage Corporation received a Government subsidy and its 
debentures were guaranteed by the British Government. It is 
the same story with the Industrial Mortgage Banks started in 
Europe in the post-war period. The entire capital of the 
Saxon and 80% of the capital of the Hungarian Institution were 
contributed by the respective Governments, while the bonds of 
the Finnish and the Saxon Banks and the ** bank debentures `’ of 
the Polish National Economic Bank placed on foreign markets 
enjoyed a Government guarantee." The debentures of the 
Japanese Industrial Bank issued abroad were also guaranteed by 
the Government in several instances. In the case of the 
Industrial Credit Company of Ireland established under the 
provisions of the Industrial Credit Act of 1983, the Irish 
Government took up all shares left unsubscribed by the public 
as contemplated by the Act. Of the first issue of £500,000 
offered for public subscription in November, 1933, £492,064 
had to be taken up by the Minister of Finance, the public having 
subscribed only £7,936. Of the second issue of £500,000 
in July, 2936, the public took up only £175, the balance of 
£499,525 being subscribed by the —— 

It may be mentioned, in this connection, that State-aid was 
furnished to the recently started ‘‘ Industrial Credit Syndicate *’ 
of Bengal in the form of a contribution to its administrative 
expenses and of a partial guarantee of losses of capital that 
might be incurred by it. Under the terms of an agreement with 
the Provincial Government, the. latter undertask to pay to the 
Company (a) one-half of any losses of capital attributable to the 
first ten lakhs of ‘rupees lent by it, (b) one-half of any losses of 
capital attributable to any amount lent by it after and in addition 
to its first loans and (c) in respect of each of the first five 
financial years the amount properly expended by it in adminis- 
trative expenses in each of the said years or Rs. 20,000 whichever 
be the less.’ The extension of State-aid in these forms is not 
calculated to ensure a sound and satisfactory working of the 


company; for all incentive to good management. will disappear 
under such conditions. 


. 
Sve Ch. X. supra. 


1 
' f +. 
l 2 Report of the Commision of Enquiry into Currency, Banking and Credit, 
1938, p A 


Ireland, . 269. “ Ra 
> Prospectns of The Industrial Credit Syndicate, Ltd., Mareh, 1997. 
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Bùsiness of the Industrial Mortgage Bank of India : 


As we have already suggested, the All-India Institute will 
confine itself to the issuance of- mortgage bonds and will not 
furnish loans direct to the industrial concerns. The main 
business of the provincial institutes will be the*provision of long 
term amortisation loans to industries, joint-stock, co-operative 
and in some instances even private. The loans, as was usual with 
the post-war industrial mortgage banks in Europe, are to be 
furnished on first mortgages of industrial real estate, land, 
factory buildings, hydro-electric installations, machinery, plant, 
etc. Certain types of property have been regarded as undesira- 
ble security for mortgage loans, and mortgage banks, in many 
cases, have been specifically prohibited from lending against such 
security. Theatres, mines and quarries belong to this category 
and have been excluded from the business of several mortgage 
banks, such as the French Credit Foncier, the Polish National 
Economic Bank and the National Mortgage Bank of the 
Argentine. Such properties are incapable of returning money 
in a regular manner and do. not constitute proper bases for the 
issue of bonds. It will be unsound for an instłtution of the 
type we are contemplating to grant loans against such security. 
Mortgages of ships as basis for the issue of bonds will also be 
extremely insecure Owing to changes and rapid decrease in 
value and the material difficulty in enforcing claims.’ Although 
ship mortgage business was a favourite line with the Industrial 
Bank of Japan and although ship mortgage banks have recently 
been established in several European countries, we would like 
to debar our Indian Mortgage Bank from engaging in such 
business. i 

The proportion which the amount of the loan will bear to 
the approved value of the industrial property offered for 
mortgage will have to be carefully determined. The law relatiyg 
to mortgage banks in every country has, generally speaking, laid“ 
down that the amount of the loan to be granted should never 
exceed a certain fixed percentage of the estimated value of 
mortgaged properites. In the case of agricultural mortgage 
banks the percentage is very liberal and has varied from 40 to 
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even 75%.' In the case of the European industrial mortgage 
banks, the percentage is distinctly lower and more conservative, 
and did not exceed 50% and in some cases was even 30%. In 
fixing the percentage in the case of the Indian Bank, the practice 
prevalent in other countries should serve as the guiding star. 
It should be stressed that the agricultural mortgage banks make 
their loans entirely on real estate, while industrial mortgage 
banks partly on mobile assets, at least on assets not so immobile 
as in the other case. The question ofthe relative security or 
insecurity of induStrial mortgage banks will engage our 
attention later on. But at the present moment it should be 
stressed that their assets, being more mobile, may be considered 
to be subject to relatively more rapid depreciation, and hence there 
should be a higher margin of safety here than in the case of 
agricultural mortgage institutes. The latter may with compara- 
tive safety lend up to 60% or even 75% of the estimated value 
of the mortgaged land, but such a policy will not probably be 
wise for the industrial mortgage banks. 

The amount of the loan should be restricted to a more 
conservative proportion of the appraised value of the industrial 
property offered as security. But at#the same time it must be 
considered that if the percentage fixed is too low, it will spell 
great inconvenience to the borrower who will find it difficult to 
satisfy his requirements, and it will thus defeat the very purpose 
for which the Bank has been started. We are inclined to 
believe that consistent with safety to itself and convenience to 
the borrower, the amount of the loan made by the Indian 
Institute should not exceed 50% of the value of the land, 40% 
of the value of the buildings, and 30% of the value of the plant - 
and machinery. If water power forms a portion of industrial 
property, loans may be made up to 30% of its estimated value 
as in the case of the National Economic Bank of Poland. To 

.snerease the security, the mortgage of additional properties may 
be demanded in any case. Such practice was not unknown with 
the industrial mortgage banks of Europe. 


* 


=- 
* The National Mortgage Bank of Greece, the Royal Swedish Mortgage Bank, 
the Land Mortgage Bank of Warsaw, the Hungarişo Land Mortgage Bank and tha- 
Agricultural Mortgage Bank of Columbia have the limit fixed at 60%, tn Italy 
end Belgium the limit is SSi% ond in tf Netherland Inatitutions it in 75%. | 
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Purpose of the Mortgage Loans : : 


The loans granted by the Provincial Mortgage Institutes 
should be for extension, modernisation and replacements of plant 
and machinery. They should play an important part in the 
rationalisation of industry. Re-organisation is urgently called 
for in a large number of Indian industries and our Bank should 
earnestly devote itself to the financing of the re-organisation 
schemes. The Japanese Industrial Bank has filled an important 
role in the rationalisation of Japanese industries in recent years. 
Although the Indian Central Institute will not lend direct to the 
industrial concerns; it will exercise a general supervision over 
the loan operations of the provincial institutes and whenever 
rationalisation is called for, it would see that primary attention 
is given to the financing of schemes of rationalisation. 

As regards the provision of initial finance to industry, in 
all discussions relating to the establishment of a specialist 
institution for financing industries in India, it has been urged 
that the institution should have statutory power not only to 
furnish long-term loans but also to take up and underwrite 
industrial shares and debentures. The majority of the witnesses 
who appeared before the Central Banking Enquiry Committee 
suggested that the future Industrial Bahk of India should provide 
a part at least of the initial block capital of industries. The 
Majority Report preferred not to discuss in detail the specific 
business to be undertaken by the Industrial Corporations 
recommended therein. Mr. Manu Subedar in his Minority 
Report advocated that the All-India Bank should take up 
preferential capital of new concerns up to one-third of the 
amount subscribed by the public as well as debentures.’ 
Mr. N. R. Sarkar in his minute of dissent also laid down that 
one of the most important functions of the Indian Institute 
should consist in underwriting and subscribing sharts of industrial 
com panies. * 

In all these schemes the issue and underwriting business 
has been combined with that of making long-term loans. The 
example of the Japanese Industrial Bank and its forerunner the 
French Credit Mobilier must have exercised a great deal of 


2 Indian Central Banking Enquiry Committee, Vol, I, Part II (Minority Report), 


. p. 147. * > 
a Ibid., Vol. Ii Part J. p- S44. x — 
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influence. But a pure industrial mortgage bank of the type 
of the post-war Industrial Mortgage Banks of Europe does not 
consider it to be a part of its business to provide initial capital to 
industrial concerns by subscribing to their shares. The National 
Economic Bank of Poland, which was, however, an omnibus 
institution dealing in all kinds of mortgage and other credits, 
used to provide initial block capital to joint-stock companies in 
this manner; but by an order of the President of the Republic, 
dated the 3rd December, 1930, Art 11 of its Charter, which gave 
it the right of industrial participation, was cancelled." The 
Industrial Bank of Japan however combined investment trust 
business with that of industrial mortgage. 

But it may be argued that if the proposed Indian organisation 
does not furnish initial block capital, it will but touch only a 
fringe of the problem. If the business of subscription to, or 
underwriting of industrial shares has to be excluded from it on 
the ground that it is a pure industrial mortgage bank, it will be 
desirable to explore the feasibility of starting another specialist 
corporation which will provide equity capital to Indian industries 
and function‘in close co-operation with the former. 

i >. 
Duration of Industrial Mortgage Loans : 


The loans granted by the Provincial Institutes should be 
long- and “medium-term. In the case of agricultural mortgage 
banks, a real estate loan runs from 10 to “even 75 years. 
Evidently industrial mortgage loans cannot run for 50 or 60 years. 
Industrial property, as already pointed out, is subject to more 
rapid changes in value, and plant and machinery depreciate 
quickly. In the circumstances, the industrial mortgage banks 
have nowhere adopted the practice of their confréres, the 
agricultural institutes. The Banco Credito Industrial of Spain 

~appears to be the only institution dealing in long-term loans to 
industry which was authorised to advance for 50 years." But 
this is not at all a sound practice for an institution of such a 
type. While on the one hand the period for which the loans 
will be granted should not be fixed so long, on the other hand, it 
should not also be too short to be termed reasonably long-term. 
- * 
* 
— * Heport of the Board of Directors, National Economic Bank for the — 1930 
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The mortgage loans of the Japanese Industrial Bank to industry 
in general do not run for periods of more than five years. 
Dr. J. C. Sinha, following the Japanese Bank, suggested in an 
article in the Modern Review that the long-term loans of the 
future Indian Institution should not be for a longer period than - 
five years.’ But five-year loans can never be considered to be 
reasonably long-term and if the proposed Indian Institution were 
confined to the granting of such loans, the problem of long-term 
industrial finance will never be solved*in India and the whole 
set-up will be of little practical value. Mr. Manu Subedar 
suggested a period of 10 years but even this is not long enough. 
The practice with all specialist institutions, designed in recent 
vears for long-term financing of industry, has invariably been to 
grant loans for periods much longer than five or even ten years. 
Twenty or twenty-five years have been the usual period for 
long-term mortgage loans to industry, as may be observed from 
the instances of the Finnish and the Hungarian Industrial 
Mortgage Institutes. In the case of the National Economic Bank 
of Poland, the maximum period of redemption of industrial 
loans was originally fixed at 18} years but it wds extended to 
20 years by a law of 20th December, 1932.2. The “‘ Credit for 
Industry, Ltd., which has recently been established in England 
for financing small and medium-sized industries, is granting loans 
for periods ranging from two to twenty years.” » The recent 
Report of the Irish Commission of Enquiry into Banking, 
Currency and Credit recommends twenty years as the maximum 
period for which loans may be sanctioned by the Industrial 
Credit Company.* Our Provincial Institutions, under the 
circumstances, may very well advance for periods of at least 
15 years and even 20 years. The 20-year period should not be 
exceeded. Industrial property, plant and machinery depreciate 
pretty rapidly and a longer period may wipe away a considerable 
portion of the value of the security offered. The middle-term 
credit may run from two to ten years. 

The long-term advances of the Institutes should have 
provision for amortisation. Of the schemes that have hitherto 


2 ‘The Modern Review, January, 1932, p. 56. ə 

2 See Chapter X, snpra. 

8 The Times, Trade and Engineering Supplement, Fanking Section. Jnne 30, 
1934, p. 8. 

4 Report of the Commission of Fnghiry into Banking, Corrency and Credit, 
Ireland, 1933, p- 276. 
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been formulated for an Indian Industrial Bank, there does not 
appear to be any which provides for amortisation. The system 
of amortisation is extremely needful and beneficial to all borrowers 
of long periods. It eases their burden and enables them to pay 
off the loan gradually by the slow returns of business. It has 
been aptly observed, ‘* Without it ever y real estate credit system 
Is an incomplete and fragile scaffold, deceiving the public and 
endangering the wélfire of any nation. There are two 
principal methods by® Which an NI, Me loan may be 
extinguished, those of the German Landschafts and the French 
Credit Foncier. Under the latter system, the annuity, determined 
by the length of credit and the agreed rate of interest, remains 
the same during the entire period of the loan and is usually paid 
in semi-annual instalments. This is the system that has 
generally been adopted by the industrial mortgage banks and in 
the case of India, the loans granted by the Provincial Institutes 
miy also be made repayable in annuities in semi-annual 
instalments. These annuities will be made up of interest, 
amortisation and cost of administration. An additional payment 
may also be démanded in the form of risk amounting to, say 4%, 
as in the case of the Provincial Mortgage Bank of Saxony. 


- 


Deposits and Short-Term Loans : 


Mortgage banks, as a rule, are prohibited from encroaching 
on the territory of commercial banks. On the one hand, they 
cannot receive deposits and on the other, theyemust not grant 
credits except on mortgage. The question of receiving deposits 

and of the provision of short-term funds for industry has been 
frequently raised in connection with the function of the proposed 
Indian Institute and it also came up before the Central Banking 
Enquiry Committee. A prominent Indian banker told the 
Central Banking Enquiry Committee that the Industrial Corpora- 
tion might receive deposits for periods of not less than three 
years.” The Committee itself also favoured the idea of taking 
long-term deposits by the Provincial Industrial Corporations 
proposed by them.” But we are inclined to believe that it will 
not be a legitimate function of industrial mortgage banks to 
: 5- 


= + Royer, quoted by Herrick, Rural Credite, p. 22. a ° 
Indian Central Banking Enquiry” Committee, Vol, IT, — 42. 
* Vol. I I, Part I (Majority Report), p. 302. — 
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invite and accept deposits whether long- or short-term. It 
would not only be a competition with existing joint-stock banks 
but it would also be outside its proper sphere. The cases where 
mortgage institutes have been permitted to receive deposits are 
very few and even there the amount has been limited. The 
Industrial Mortgage Bank of Finland, so we have beef informed 
by its authorities, did not receive any depogits at all." 

As regards the question of granting Sbort- term loans, there 
are two aspects from which it may be viewed. First, mortgage 
institutes have frefuently funds not required for immediate 
investment. These funds, it is suggested, may be permitted 
to be utilized for short-term loans. And secondly, industrial 
enterprises which have mortgaged their real estate to them are 
likely to find it difficult to raise their working capital from the 
ordinary channels. In the circumstances, it may, perhaps, be 
necessary for the Industrial Mortgage Bank to furnish working 
capital to industry. 

It is undoubtedly desirable that the two functions of making 
long- and short-term loans should be segregated and vested 
in entirely different institutions. In a few cases mortgage banks 
have, no doubt, been known to cultivate the business of short- 
term loans with some restrictions. The two striking examples 
in this respect are the Municipal Mortgage Bank of Finland and 
the Credit Foncier of France. But generally speaking, neither 
the agricultural mortgage institutes nor the recently established 
industrial mortgage banks in Europe made it their business to 
advance short-term funds or working capital. The Managing 
Director of the Industrial Mortgage Bank of Finland informed 
us that the Institute did not engage in ordinary banking business 
nor did it furnish working capital to industry. 

The free funds of the mortgage institute are sometimes 





permitted to be invested temporarily in certain listed bills and, 


securities or utilized in purchasing their own bonds and even 
making loans on certain specified securities. The Industrial 
Mortgage Institute of Hungary is a case in point.” While we 
cannot advocate with Mr. Manu Subedar that the Industrial Mort- 
gage Bank of India will advance short-term loans to industry, we 
would suggest that the free funds of the Institute may be invested 


: — 
3 Leiter to the writer from the Managing Director, The Industrial Mortgage 


Bank of Finland, dated the 6th November, 1954. 
Ll “articles of Association, para, 51. The, National Hungsrian Industrial Mortgage 


instituto, Ltd.. 1929. 
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temporarily in the same way as those of the Hungarian Bank. 
The working capital of industry should be obtained partly from 
paid-up share capital and partly from the commercial banks. As 
regards the question that industrial concerns which have 
mortgaged their real assets to the mortgage institute may find it 
difficult to raise their working capital from the ordinary banks, it 
may be interesting.to point out that no such difficulty was 
experienced by the Finnish industries which offered their fixed 
assets as secirity to the Finnish Mortgage Bank.’ 


Restrictions on the business of the Mortqage Institute : 


What would be the field of operation of the proposed Indian 
Institute? Will its sphere be limited to non-competitive lines 
of industry? Will it avoid small industries? These are 
questions which should now engage our attention. 

Dr. Jeidels and the other *‘ Foreign Experts *’ following him 
were definitely of the opinion that the business of the Indian 
Industrial Corporation should be restricted to non-competitive 
lines of industry. An Industrial Corporation, financially assisted 
by Government, writes Dr. Jeidels in his memorandum, must 
not enter competitive fields of industry but should be restricted 
to “* the field of pioneer enterprise ef non-competitive character, 
the opening up of mineral resources and large public utilities 
principally electrical power schemes.’** It would be restricted 
to such fields not only because they are non-competitive or almost 
so but also because “‘ in order to establish the reputation of such 
Industrial Corporation, one ought to start with something 
assured of success, avoiding the risk which paturally lies in such 
ventures as glass, pottery, electric goods and chemicals, etc."’* 
In discussing Mr. N. R. Sarker's note, Dr. Jeidels and the other 
experts made it quite plain that they viewed with alarm any 


* Suggestion Mat the industrial bank should extend its operations 


to a large variety of industries.“ 

The position taken by the foreign experts is quite untenable. 
Tt was also rejected by the Central Banking Enquiry Committee. 
The Industrial Mortgage Banks after the pattern of which we 


$ aaea imaia a Director, op. cit. 
a Report of the — Central Banking Enquiry Committee, Vot. T, Part I, p. 639. 
_ Discussions with Foreign Experts, Indian Central Banking Enquiry Committee, 
Vol. TV, p. 231 and p. 297. . 
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have suggested the formation of the Indian Bank were in every 
case endowed with some form of State-aid, including State 
participation of share capital. But nowhere was any attempt 
made to restrict by Statute the operation of such banks to the 
class of business recommended by the ** Experts. <A perusal of 
their annual reports makes it abundantly clear that they financed 
every kind and every branch of industry. Iron and metal, 
chemical, woolen, cotton, silk, printing and publishing, paper, 
food-stulf, china toy and brick industries were some of the most 
important assisted by the Hungariap Institute. The Saxon, the 
Finnish and even the Polish institutions similarly financed a 
wide variety of industries.“ No limit has also been imposed on 
the character of the business to be engaged in by the specialist 
institutions more recently established under the auspices of 
the State. 

Any attempt to restrict the programme of the future Indus- 
trial Mortgage Bank of India to public utility companies and 
non-competitive lines of industry will not only defeat the very 
purpose for which it has been created but will also be fraught 
With disastrous consequences in that proper diversification of 
risks will not be achieved. 

As regards the question of assistance to small industries the 
opinion of the ** Foreign Experts ' was definitely against it. But 
we are inclined to think that our mortgage institute should cater 
for the long-term needs of all kinds of organised industries, large, 
medium and small. Such a policy will undoubtedly secure 
diversification not only according to nature of industry but also 
according to size. The practice of the Saxon and Hungarian 
Institutes tends to, support our views in this respect. (he ~ 
Industrial Bank of Japan has not also confined its assistance to 
large industries, as the ‘‘ Foreign Experts *’ believed, but has 
liberally assisted small- and medium-sized industries as well in 
post-war years. There will be many practical difficulties me 
working a separate institution in India for financing small 
enterprises in addition to the set-up contemplated by us. The 
contention that the interests of the smaller enterprises will be 
neglected by an Institution of the type recommended may be 
disposed of by suggesting that the directors of the Provincial 
Institutes should include representatives of smaller industries 


1 Report of the National Hungarian Industrial Mortgage [ostitute, Ltd., 1931. 
3 See Chapter X, supra. . 
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who will look to their particular interests. The directors might 
be of two types, Class A and Class B, the latter to include the 
representatives of the smaller industries. 


Appraisal : 


Accurate appraisal is a very important problem with mort- 
gage banks. Everything depends on the proper valuation of the 
property offered for mortgage and the margin of safety allowed; 
since this constitutes the secyrity not only of the bondholder but 
also of the Bank itself. The Bank must be very strict in the 
examination of the industrial property to be mortgaged. Differ- 
ent kinds of industrial property have to be valued in different 
Ways; and separate appraisers inay have to be employed for that 
purpose. Thus the Finnish Institution employed = different 
““ assessors `° for valuing buildings and machinery, for landed 
and forest property and for water-power. The appraisers should 
not only concentrate their attenticu on present market values 
but should also take a broad view of ‘he general prospects of the 
industry in future. 

The All-India Bank would require some machinery for exa- 
mining the mortgages offered but this need not be elaborate. It 
will rely to a great extent upon the judgrient of the borrowing 
banks which give their additional — It is the Provincial 
Institutes which have to employ a well-equipped staff of experts, 
statisticians, businessmen, lawyers, engineer’, accountants and 
economists. The Directorate may be so selected a8 to include 
some experts. The staff of experts will sift cout the desirable 

> = proposals from among the many applications for loans, will assess 
properly the various forms of industrial property offered as 
mortgage and will also make full enquiries concerning ‘‘ finance, 
production, sales and market capacity and personnel *’ of the 
“business applying for loans. Industrial concerns having a 
fairly satisfactory trading record over a period of years, in a 
sound financial position and well-managed at the time of appli- 
_ cation, should be primarily assisted. Every facility should be 
given to those who have already succeeded in building up 
business to a certain point so that further progress may be made 
possible. The financiyg of newly established concerns should 
not be too strictly prohibited. A new industry should not be 
viewed with instinctive suspicion and turned down at once. 

_ Every proposition should be judged on its own merits. 
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Special Privileges and Safeguards : 


The Bank is to be surrounded with special privileges and 
safeguards as is usual with mortgage institutes, whether agricul- 
tural or industrial. The rights of such institutes have to be very 
carefully protected in the interests of the bondholders. The 
bonds which are the main source out of which they derive their 
necessary funds have to be popularised among the investing 
public and extraordinary facilities have therefore to be accorded 
to the banks to collect their dues. The process allowed for 
realising arrears of interest and annuity has to be particularly 
quick and effective. In all cases they have been endowed with 
the right to take drastic proceedings against a delinquent 
borrower. On appeal the Courts must also give their decision 
swiftly and summarily, the records of the mortgage bank consti- 
tuting indisputable evidence. The bank has frequently the right 
to be appointed “* sequestri curator `’ of the mortgaged properties. 
The claims of the bank take precedence over all other claims. 
No third party can acquire any claim over the properties and 
assets mortgaged by the borrowing concern. The Indian 
Institute must have to be endowed with similar rights and 
safeguards so that it may function well. In every case the 
buildings, machines, tools, implements, ete., which have been 
offered for mortgage must be insured against damage by fire, 
earthquake or any other casualty with an insurance company 
approved of by the lending provincial bank. Audit and revalu- 
ation of assets must be permitted at any time. As regards the 
right of the borrower to repay his loan before the appointed 
time, he may be permitted “to do it but a stipulation should be 
made that a notice of repayment should be given and a redemp- 
tion fee should be paid as is demanded by the English Agricul- 
tural Mortgage Corporation. It must be remembered that the 
Bank will have its own liability for its bond issyes and having 
regard to that it should not allow non-contractual payments to be 
readily made but it should fix a redemption fee sufficient to be 
commensurate with the cost of the funds it employs. 


Gentral Register of Industrial Mortgages : 


The framing of a Central Register of Industrial Mortgages 
as is to be found in Hungary is a condition precedent to the 
establishment of an Industrial Mortgage Bank for India. With- 


T = 





‘out — a register, it will not be possible for the Bank to know 
immediately whether it is advancing actually against a first 
mortgage. The existence of prior mortgages, if not known, 

will detract from the value of the property and thus injure the 
interests of the Bank. It is essential for the development of a 
proper system of mortgage credit that safeguards should be intro- 
duced against the mortgaging of the same piece of property 
several times without disclosing the fact of- prior mortgage to the 
later lenders. A great check to such abuses in the sphere of 
agriclutural mortgage credit is furnished by the *' grundbuch "' 
of Germany. It is a real estate register, registering the pro- 
perty, relationship and the debt burden of every piece of land. 
It is open for inspection to all interested parties and embodies 
the principle of priority over all other rights entered subsequently. 
Following Germany, most Central European countries have 
developed a complete machinery for registering mortgages in a 
‘grundbuch.’” A Central Register of Industral Mortgages, 
embodying all the details of ownership, rights of third parties, 
etc., is hkely to be much more advantageous than the ** purge °’ 
method of the ** Credit Foncier °’ of France. According to this 
method, advertisements are made in papers imviting objections 
from possible creditors to a proposed loan on the mortgage of real 
estate. . It is no doubt speedy and safe and at the same time 
dispenses with the necessity of fresh ‘legislation. But it exposes 

intending borrowers to a blaze of unwelcome publicity and is not 
therefore likely to be relished by them. ‘The experience in India 
under the State-aid to Industries Acts when objections to appli- 
cations of loans have similarly been invited by advertisement in 
newspapers and Government Gazettes has not at all been happy 
und does not warrant a repetition of the same system in the 
Mortgage Bank. All these considerations have impressed us in 
favour of instituting a Central Register in every province. 


Relative Insecurity of Industrial Mortgage Banks : 


The extension of the principles of mortgage banking to the 

“field of industrial credit has not been favourably received in 
some quarters; and the establishment of industrial mortgage 
banks which will grant long-term loans on mortgage of industrial 

real property, machinery, plant, factory buildings, etc., has 
been viewed with considerable misgivings. Agricultural land 

r is as good as permanent and-seldom undergoes depreciation sa 
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quickly and so considerably as to wipe out the security. 
Industrial property however, is, subject to more rapid deprecia- 
tion than agricultural real estate. Owing to changes in value 
and rapid.depreciation, industrial plant and machinery which 
are used as bases for the issue of industrial mortgage banks have 
been considered to be very insecure. But it must be pointed 
out that agricultural property is subject to fluctuations and 
trade-cycles and depressions even much more than industrial 
property. In recent years the magnitude of fluctuations in 
agricultural rent and prices has-been indeed enormous. The 
phenomenal rise during the First Great War was quickly followed 
after 1920 by a catastrophic fall in the whole world of agriculture. 
An interesting feature of the last world-wide economic crisis was 
that the fall of agricultural prices was relatively greater than 
that of manufactured goods. Agricultural property in the 
depression underwent a depreciation of value much more serious 
than industrial. The collapse of agricultural prices was so 
severe that there was a striking tendency among several banks 
primarily designed for furnishing agricultural mortgage credit 
to invest increasingly in urban real estate. An outstanding 
example is that of the French ‘* Credit Foncier.”’ 


An industrial mortgage bank has one single advantage of 
considerable importance over agricultural and other mortgage 
banks in that it can distribute its risks of investment much better 
amongst widely different types of undertakings. Every kind 
and every size of industrial enterprise may be represented in its 
investments. Again in the case of the industrial mortgage 
institutes the duration of the loan and the period of amortisation 
are sufficiently shorter than the same with agricultural banks. 
The percentage of the estimated value of the property up to 
which a loan can be advanced is also fixed on a more conservative 
basis. Taking all these into consideration we are inclined tse 
think that an Industrial Mortgage Bank is not much less secure 
than an agricultural mortgage institution. The post-war 
experiment with industrial mortgage banking that was made in, 
Saxony, Finland and Hungary was attended with considerable 
success and clearly demonstrated that such a type of institution 
was not only safe but was also n finangial mechanism of consi- 
derable utility. Losses on mortgage loans made by the banks 
in every case were either nil or insignificant; while the borrow- 
ing industrial enterprises were highly benefited. 
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- There is a permanent need of this type of loan. Even in 

- Europe where the capital market is highly organized and capital 

. is neither shy nor unavailable, industries of a certain size or of a 

= certain type, though perfectly sound, have met with great 

difficulties in obtaining their necessary long-term finances. In 

much poorer countries as in India, where capital is proverbially 

shy and the market for it unorganized or non-existent, industrial 

undertakings have to face yet greater difficulties in securing their 

capital and in a great many cases have to be kept back for want 

: of it. Industrial mortgage banks are designed to satisfy this 
need which is always present in our economic society, 


From the point of view of the inevstor, the mortgage bond, 
it should be observed, is under normal conditions, one of the 
safest classes of securities. The legal supervision, the dual 
security, general and specific, and the fact that the investor 
has the first lien on assets and earnings have made it more 
secure than the industrial debenture and often more safe than 
the bonds of the average central or local Government. The prior 
rights of debenture-holders are not always easily realizable. 
There are many recent instances where industrial companies 
falling on evil days have compelled them to give up their prior 
rights. As regards Government bonds, Government cannot be 
sued in law courts and in extreme cases may even repudiate. 
There is in India a large body of investors who consider safety 
first and will We content with a moderate return from an 
absolutely safe investment. To them the bonds of the proposed 
industrial mortgage bank «should prove to be particularly 
attractive. In our “scheme the security of the bonds is 
unquestioned and unchallangeable. There are no doubt some 
investors who would like some capital appreciation. Such 
investors generally believe that investment in bonds does not 

¿ofer any oppertunity for capital appreciation as that in shares. 
But this is really not the case. Owing to a multitude of factors. 
political and economic, the credit position of a bond may improve 
and its price may rise, To such investors, therefore, who 
desire some capital appreciation, the mortgage bonds should not 
also fail to appeal. We are firmly convinced that if the 
investing public could ance be shown the advantages of investing 
in mortgage bonds, there would be no lack of investors in India. 
Bonds could be issued in different denominations and having 
different dates of maturity to suit different classes of investors. 
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To invest in the bonds of a well-known mortgage bank, the 
investor would not require any high standard of knowledge; he 
could do. so himself with confidence. 

The establishment of a Specialist Institution for financing * 
industries in India has been resisted by non-Indian opinion on 
the alleged ground that attempts at specialised industrial banking 
were made in the past and the experiment had definitely failed.' 
A large num eee of institutions sprang up, no doubt, during the 
post-war years in every part of India, styling themselves as 
'' Industrial Banks." But as already pointed out, they could 
have no claim to that title. None of them were well-equipped, 
well-managed or conceived on truly scientific lines. The basic 
principles of industrial financing were neither known nor ~ 
understood. Even the Tata Industrial Bank which attracted 
considerable attention and was taken as a model by the Industrial 
Commission «vas not an exception.” The organisation that we 
have suggested here has no resemblance to these so-called 
‘industrial banks *’ of the past; and it is not only theoretically 
sound but is also of considerable practical utility. 


. Letter from the Chairman, Exchange Banks Association, Indian Central 
Banking Enquiry Committee, Vol. IT, p. 625. 2 

2 See Chapter V, supra. 
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— * CHAPTER XII 
INDUSTRIAL FINANCE IN WAR-TIME » Post-War PROBLEMS 


> 

A study of industrial finance to-day will not be complete 
without a reference to the intricate problems of financing 
industries in war-time that recently faced the belligerent 
countries of the world. An examination of fhe technique 
employed by the more important of these countries in financing 
their war industries would be of absorbing interest. During 
the six years of the war this technique came to be carefully 
developed and continuously perfected. It was essential that a 
country engaged in a total war like the last one should see that 
finance did not prove a critical bottleneck in its industrial 
war-effort. : i 

«The war-time problems of industrial - finance related 
chiefly to the financing of the “transition of industry from a 
peace-time to the war-time basis.* This transition involved in 
most cases complex and far-reaching extensions and adjust- 
ments. _A suitable and effective technique for financing this 
war-time plant extension and - conversion had to be developed. 
Any defect in the financial methods employed would have 
impeded the war effort and increased the war bill, — 

* But the problem was not simply a current war-time one : 
it was also an important fiost-war problem. The reconversion 
of industry from a war-time to a peace-time footing is as 

~ _ complex an operation as its original conversion.* The question 
of financing this conversion should be considered as one of the 
major issues of post-war industrial reconstruction. The 

= technique of "financing this industrial retransfer has to be as 


carefully developed and perfected as that employed in the 
original transfer, = _ . 


, = =~ 
# Problems of Industrial Finance in War-time : 


As a recent writer has pointed out, the problem of war- 

time eh a finance may be split up into two parts: (1) the 
a financing of new plant or extensions necessitated by the rapid and 
te extensive change-over, in ‘brganisation— and output, to the 
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requirements of, the .war; and (2) the furnishing of additional 
working. capital needed by firms whose wage bill and work in 
progress have vastly increased with the intensification of bo 
— war eflort.* 
~The problem of working capital expenditure in war 
industries grows more and more. difficult as the extensions of 
fixed capital, which are invariably financed by the. government, 
lead to an increase in industrial turnover and therefore to a 
much greater need of the former. = 
— = * 5 
Financial Risks of War Industries : - al . 

# There are certain peoulfar — — in the financing 
of vi industries, risks. which discourage the-investment of 
capital by private investors in them. It must be recognised that 
war orders are not necessarily advantageous to firms. As Mr. 
Hicks has observed, ** they entail new and difficult processes 
and overworking established staff ahd existing equipment. 
They lead to` no new contacts and they offer no long-period 
reward for the greatly increased effort.’ The-sudden transition 
from a peace-tim@ to a war-time footing is not at all an easy 
task. It involves far reaching .extensions and adjustments of 
plant and machinery whose value in the post-war period would 
be dubious. In such circumstances*private capitalists hesitate 
to undertake the responsibilities of financing typical war 
industries. Even if they were not hesitant, the ever-increasing 
demand of war industries expanding on an enormous scale. would 
have outstripped the resources in their hands. The strain of 
this heavy demand inevitably leads to the breakdown of the 
normal machinery of the capital market. As a matter of fact, 
war-time controls of new capital issues frequently put out of 
commission the normal machinery through which the capita! 
market functions in ordinary peace times.” Even if the access 
to the new issue market were not barred through the imposition 
of financial controls, the problem would have been hardly less 
acute. For, the small firms come in the pictiire in a manner the) 


1 Itoy A. Foulke, Credit Profifeme tn War Economy Don and Prad Street 
N. Y. 1949. 
2- J. R. Hicks, ete., The Pdicetion of’ Wer Wealth (2nd Ed.), | 


3 The Economist, Banking Supplement, September 19, 1942, 
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had never done before and play quite a useful in the sphere 
of the countries’ war production. ~ “Their sizes*rete 





obtaining facilities of the ordinary capital market* Besides all 

these problems, there are others’ which arise ih the case ofmany 

enterprises from the scarcity, of critical, maw materials, introduc- 

tion of rationing and ever dispersal, if necessary, from a danger 

* zone to one*of comparative safety. i —— 
u ae 
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Banking Policy in Relation toa W idustries : 
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> # The peculiar difficulties inherent in the finraudingsof war 
~ industries which have been analysed above clearly indicate that 
privaté resources and facilities extended by the banking system 
cannot fo a long way towards satisfying their needs of short- and 
long-term capital.* The war indeed poses a set of formidable 
problems for thi banking system and its policy in relation to the 
war industrigs has to be very carefully formulated. + On the one 
hand, most of the finangial requirements involve . long-term 
investment and are clearly outside the scope of normal commercial 
banking. Some of the demands for working capital too would 
be in normal times ineligible for banking accommodation. But 
on the other hand, the banking system is expected to play its 
due part in the national emergency and to tune its policy so as 
to- expedite and maximise the industrial war effortx The 
banking system can fulfil its le in the industrial war economy 
of the country, only if the banks are inclined to follow certain 
general precepts in framing their credit policies. ¥They may, 
for instance, give special consideration to requests for financial 
d assistance from enterprises engaged on government work or in 
‘essential activities. They may refuse demands for a es from 
trades producing luxury or other non-essential goods. — They may 
even recall, if necessary and whenever possible, their loans and 
advances used for stich purposes. They may also relax their 
ordinary standards of eredit worthiness in respect of their clients 
engaged in essential war worke But the demand for credit on 
the part of this specialised sector of the banks’ clientele is likely 
to be so enormous that it will be well-nigh impossible for the 
banking system to cope h it. In the earlier stages of the 
efence programme, when the banks are underinvested and a 
. a E 
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See has.to be PI up, there may be no difficulty. 
x But a- bott! Ys likely to be reached very soon. All these 
~ - factors hake the direct intrusion of the government inevitable 
ix the sphere of both long- and short-term inveStment. hus in 
Englahd and the’U.5.A., not to speak of Gerniany, the State 
became by far the largest sourég of long-term capital for war 
industries afd in the field of short-term cfedit it was rivalling in — 
its activities, asea” banker, the whole of the commercial Bankmg * 
system... — J — Sas 
— * + saaie á 
EF s E T OE y E A 
Technique of Financing “Wa, Yidüstrics Great Britain aid- + & 
* = 


the U-S.A. | ot 


At this stage a review-of the methods employed elsewhere ` 
to finance the war industries may prove to be both interesting : 
and instructive. The study will help us not only to appreciate 
what was achieved elsewhere in this direction but also to realise 
the defects and shortcomings, if any, of our own financial 
methods. ~ rs N 

x In Great Britain, it was recogħised from the outset that 
the government should fill an important rôle in the war-time 
financing of industries. The machinery for government financing 
of the long-term capital requirements of war industry was 
organised at the very beginning and came to be perfected from 
year to year. In the case of industries called upon to extend or 
otherwise adapt themselves to the war requirements by installa- 
tions of new plant and machinery, the Ministry of Supply, the 
Ministry of Aircraft Production and the Admiralty were always 
prepared either to provide the necessary finances for such exten- 
sions and conversions or to build the factories and supply the 
machineries themselves.* The procedure generally , was for thes 
Department i question to retain the ownership and charge rent to 
the operating firms, calculating it as an element in determining the 
cost of the goods produced for the Department. In many cases, 
the cost of financing such capital extensions was jointly shared 
by the Ministry and the business firm. In others, an option was 
granted to the latter to acquire the new installatsons after the 
war. 
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¥ The machinery lor financing the short-term ha eeds of industry, 
ee took time to be developed. The ban ng system was 
functioning unfettered by, the Defence Regulations. In the 
circumstances the authorities had felt in the beginning of the war 
that if the banking system were provided with an ample~ cash 
basis, it would be able to fulfil its functions adequately. The 
credit policies of the government had been framed accordingly. in 
the earlier stages. « There was, therefore, uo direct intrusion of 
the State into this sphere at first. But it was soon realized that 
the private financing,of such industries’ needs of working capital 
was beset with the same difficulties as were to be faced in the 
financing of their long-term “capital requirements.» There were 
also inordinate délays in making payments to the contractors by 
the Government Departments in respect of the goods delivered 
by them. The firms thus deprived of their payments for long 
periods and faced at the same time with the task of expanding 
their production had to turn inevitably to the banking system for 
assistance. But their requests for assistance were either beyond 
the resources of the banks or were not justified by the amount of 
the collateral offered. - - 

* An informal approach was made by the authorities to the 
bunkers requesting them to shape their policies in a manner 
particularly beneficial to war production. They were asked to 
give preference in the matter of loans and advances to industries 
engaged in essential war effort, to discourage credit facilities to 
luxury trades and even to recall such facilities, whenever possible, 
in favour of the more ur gent war industries." The banks readily 
respondedaand in many cases began to extend their accommoda- 
tion to war industries against the mere knowledge that the 
borrowing firms were engaged on Government work. # In the 
meantime the system of issuing, after physical examination, 
“ progress -certificates '' to Government contractors by the 
Inspectorate of the Supply Departments was developed and bank 
finance for war production came to be largely provided against 
these certificates;* A co-ordinating machinery was soon set up 
between the banks and the Supply Departments. There was an 
exchange of *' liaison officers °" which proved a valuable medium 
not only for the passeng on of useful information but also of 


1 The Economist, Banking Supplement, May 18, 1940, 
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complaints relating to insufficiency of working capital. The 
+» system provided a check on the efficiency of production as well as 
a security for bank louns.' But the machinery was not quite 
perfect in that it left out of its scope the whole range of sub- 
contracting work. y The main channel through which working 
capital later on came to flow steadily to the war industries was 


the system of “‘ progress payments. Under this system the — 


Ministry concerned undertook to pay in monthly instalments 
90 per cent of the expenses incurred by the war contractor, 
provided he gave a certified assurance that he was duly meeting 
all charges for raw materials as well as sub-contracting work.’ 
Thus finance filtered down from the Government through the 
contractors to the lowest sub-contractors. The Government in 
effect became the banker and the role of the ordinary banks in 
financing the short-term credit needs of war industry became 
necessarily limited. The task of banks came to be restricted to 
helping the firms to tide over*the period intervening between the 
payment of one instalment and another. The part which the 
government in Great Britain played in financing the vast volume 
of the country’s war production cannot be fully appreciated 
unless a reference is also made to the provision of working capital 
on ** real terms,” apart from that in terms of money. Just as 
the Departments were providing fixed capital in the form of 
factory building, plant and machinery, so they developed the 
practice of making “* free ** issues of material and components to 
the firms working for them. The progressive decline in the 
London clearing bank advances from £1,002 millions in 
December, 1939 to £743 millions in 1943 may be ascribed, to a 
considerable extent, to the direct financing of war production by 
the various Government Departments.” 

¥ State intervention in the long- and short-term financing of 


war industries was witnessed in an even more marked degree in, 
= s - 
the United. States. Three well-defined sources of war-time 


industrial finance could be noticed in that country. These were 
(1) private, (2) institutional and (3) governmental. In the 
earlier stages of the defence programme, privately financed 


1 The Ranker, March, 1942 (* The Finance of Supply ~ 

2 The FEeonomiet, Ranking Supplement, September 19, 19/2 

Ss The Statist, August 29, 1942 (“ Bank Advances and Industry "Je Also 
Fourteenth Report of the B. T. S., 1949-48, p. 186 


F 


* 








£, 





= INDUSTRIAL FINANCE IN INDIA 


capital — in war plant was of quite a sizable amount. 
In 1941 it reached a level of 4 million dollars while government 
expenditure in similar facilities amounted to 2.2 billion dollars. 
As private business began to experience increasing difficulties in 
obtaining materials and became less inclined to own specialised 
war plant, there was a remarkable shift in the source of finance 
for the country’s industrial war effort. Such effort involved a 
considerable amount of productive capacity which could not be 
financed in the traditional way by providing credit to private 
enterprises. Huge reserves of essential raw materials had to be 
built up and special plant facilities with limited and doubtful 
peace-time use had to be constructed. These entailed invest- 
ments carrying enormous risks and uncertainties. Accordingly 
the government created special, corporations to make such 
investments. «The principal channels through which the U.S. 
Government made available its financial aid for war industry 
were the Defence Plant Corporation and the Emergency Plant 
Facilities Contract. « 

* The main task of the Defence Plant Corporation, a subsidiary 
of the Reconstruction Finance Corporation, was to construct 
plants, purchase machinery and equipment and lease their 
facilities to producers holding Defence Contracts. If the 
President thought it necessary, the corporation had the further 
power ‘*‘ to engage in the manufacture of arms, ammunition and 
implements of war.'* The lessee concerns were given the 
option to acquire the plant after the emergency period on the 
basis of cost-price less depreciation. Under this arrangement a 
large part of the government facilities for pro ucing aircraft, 
steel, machinery, petroleum and synthetic rubber was built up. 
By April, 1944, it provided about 7.5 billion dollars or 45% of all 
government financed industrial and public utility construction.’ 







Pine pes st other device for facilitating the flow of credit into 
“war industry, the Emergency Plant Facilities Contract, provided 


that a private industrialist could erect a plant certified as 
necessary for national defence and that the Federal government 
would undertake to re-imburse the entire cost incurred in the 
construction. The repayment was to be made in sixty equal 
monthly instalments, following completion of the facilities. This 
undertaking by the gdvernment to repay the cost in five years 


. A 
1 Federal Reserve Bulletin, Jnly, 1944, p. GBS. 
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‘brought the operations within the purview of normal commercial 


banking, although ordinarily they would have been regarded as 
long-term- investments.* The manufacturer could approach his 
banker and on the strength of this document could obtain the 
necessary finance. Somewhat similar to the British arrangement 
there was a provision in the contract giving an option to 
the firm to purchase the emergency plant * at a fair cost value " 
when the repayment was completed; otherwise the title in 
it would pass to the Federal government. Some of the largest 
emergency plant facilities including Ford's River Rouge Plant 
were financed under these terms.’ The device was eminently 
suited for the erection of those highly specialised facilities which 
private manufacturers would have hesitated to erect in the belief 
that they would be worthless when the emergency ended. The 
normal risks of prodtiction were left to be borne by the contractor 
while those of obsolescence and surplus plant capacity had to be 
carried by the government. ~ 

# Government participation in the matter of providing short- 
term credit was no less important. The difficulties in this respect 
of small firms engaged in war production were sought to be 
removed by the Assignment of the Claims Act, 1940," and by a 
system of advance payments on government contracts resembling 
somewhat the scheme of ‘* progress payments "’ instituted by 
the British Ministry of Supply. + Advance payments on Army 
and Navy céntracts were also made up to 30 per cent of the 
total expenditure foreseen under these contracts. ~A system of 


‘* partial ” or each " payments was also organised, On 






the completion of each stage of construction to the satisfaction of 
government inspectors, some percentages of the total valne of 
the work in progress were often paid out to manufacturers. If 
the needs of working capital of firms working on Defence orders 
could not be met from their own sources or from the sources . 
already mentioned, arrangement were made to enable them to ° 
approach direct the R.F.C. or the Federal Reserve Bank of the 
district.” y All these arrangements were operated to conserve 


< = + = 

Te t Whe Act permitted all claima against the Federal government for payments of 
~~ $1,000 or more to be assigned to a bank or trust company. 

® The Economist, May 23, 1942 (© FinsDcing War Industry `’). 
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— kooni of private funds needed for expanding current 
working capital. — 

As _ The President's Executive Order No, 9112, of March 26, 
1942, envisaged a far-reaching programme (broadened in 
September, 1943) for war-time financing of industries. x ‘The 
Board of Governors of the Federal Reserve Sy stem adopted on 
the 10th April, 1942 Regulation V entitled ‘‘ War Financing `' 
to carry out the executive order with a view to facilitate and 
expedite the financing of war production. The Regulation 
prescribed arrangements for the financing of contractors, sub- 
contractors and all other businesses, large and small, engaged’ in 
operations deemed by the armed services and the Maritime 
Commission necessary for the prosecution of the war.* The 
utilisation of the facilities not only of the twelve Federal Reserve 
Banks and their twenty-four branches but also those of the entire 
banking system was contemplated under this financing scheme. 
In order that war production might be expanded and expedited, 
the three military procurement agencies (the War Department, 
the Navy Department and the U. S. Maritime Commission) . 
were authorised to guarantee Federal Reserve Banks, the R.F.C., 
the commercial banks and other financial institutions against loss 
on loans made to concerns for financing the performance of war 
orders. The Federal Reserve Banks themselves were further autho- 
rised to arrange loans and guarantees thereof whenever they would 
be regarded as contributing towards the expeditious maximisation 
of war production. The War Department, etc., would place a 
liaison Officer at each Federal Reserve Bank. It would be his duty 
to certify to the Bank that an applicant for financial aid was 
qualified, from the technical or production pomt of view, to 
carry out “a contract or order for war supplies or equipment. 
The applicant was expected to place his case, first, before his 
bank or other financing institutions. The bank would apply to 
‘the Reserve Bank for a guarantee of a part or whole of the 
proposed financing, only when the necessary credit could not be 
arranged without the help of the War Department. On the 
certification by the liaison officer, the Reserve Bank would 
analyse the financial aspects of the application, probe the 


! The amount of direct advances on supply contracta outstanding approached 
1 billion dollara by IMI and a peak of 2.5 billion dollars in the middle of 1043. 
_ (F. R. B., Joly, 1044). 
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integrity of the management and determine the type. of financing 
best suited to meet the situation.’ 

«The Federal Reserve Banks participated in the © war wall 
financing programme not only by acting as liaison agencies of- 
the War Department, etc., but also through industrial advances — 
By an Act of June 19, 1934, the Federal Reserve Banks had 
already been authorised to furnish loans direct to established 
industrial concerns for working capital purposes under certain 
conditions.” The amount lent bad hitherto proved very inade- 
quate. In order that the Reserve Banks might participate more 
fully in the programme of war financing contemplated by the 
President’s Executive order, the Board of Governors revised on 
April 30, 1942, its regulation regarding Reserve Bank loans to 
industry under Section 13 (b) of the Federal Reserve Act. The 
blanket authority given under the original Act to all Reserve 
Banks to grant financial accommodation directly on their own 
responsibility without reference to Washington was continued 
under the revision, while a number of changes of a clarifying 
character were also introduced.” From the point of view of 
the war programme, all these arrangements providing government 
funds to finance new plant, equipment and working capital were 
of the greatest significance. As the Federal Reserve Bulletin 
pointed out in a recent issue, the procurement agencies were 
enabled to place contracts more widely than would otherwise 
have been possible, not only because producers had been freed 
from anxieties about post-war utilization of the highly specialized 
equipment but also because some of the difficulties which many 
firms would otherwise have had in arranging for finance had been 
removed. The ~ construction and installation of needed 
facilities were further speeded up by assuming the extra expenses 
incurred in rapid planning. Lastly, possible disturbances in the 
new securities markets, which might have arisen if large demands 
from private borrowers had clashed with the ‘programme Of + 
government war finance, were avoided. 

A reference should be made in this connection to the part 
played by the Reconstruction Finance Corporation in providing 
industrial finance in war time.» The powers which it already 
possessed to make loans to business concerns were broadened on 
June 25, 1940. ¥An Act of Congress authorised th R.F.C. to 
1942, pp. 424-27 
Developuients.”" p. 125. 


J. 5 


1! Federal Reserce Bulletin, May, 
2 See the present writer's * Recent Banging 
8 Federal Reserve Bulletin, May, 1942, pp. 428-50. 
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Eg make loans to (or purchase with the approval of the President 

= the capital stock of) any business corporation for the purpose of 
~- producing, acquiring and carrying strategic and critical materials 
or for plant construction, equipment and expansion, and working 
capital to be used by the corporation in manufacturing equipment 
and supplies necessary to the national defence. ‘The rigid credit 
standards laid down in the 1934 business legislation were con- 
siderably relaxed ‘The requirements that the borrowers would 
be solvent, that the loans would be of such sound value as to 
assure repayment and that credit was ordinarily unavailable at 
the prevailing rates for the class of loans applied for—were 
waived aside. The existence of a national emergency was 
considered to be a sufficient cause for all this relaxation. 

Although government arrangements overshadowed in impor- 

- tance the other sources of finance for war-time industries, yet the 
latter were not entirely barren. Even private sources of finance 
in the shape of retained earnings and sales revenue set aside for 
depreciation and other reserves were in some cases quite signi- 
ficant. Im the case of 259 large manufacturing companies in 
selected war or non-war industries, the two items referred to 
above contributed during 1941-43 nearly 50% of the new funds 
absorbed in the period. 

Although government and internal business funds were 
responsible for financing most of the expansion in the manu- 
facturers’ assets since 1941, yet for several companies and ut 
several times bank loans were an important source of financing. 
Indeed the commercial banking system in the U.S.A. did not 
play an insignificant part in financing the gigantic war production 
of the country. Although in line with the general war-time 
banking trends elsewhere, the member banks’ loans registered an 
appreciable decline in the first half of 1942, an increasing propor- 
tion of the total loans went to finance war production. It has 

+ béen estimated that in the spring of 1942 for the country as a 
whole 31.9%, nearly one-third, of all loans and renewals were 
directly to finance war activities while in some districts the pro- 
portion of loans for war purposes had arisen as high as 40% or 
even 50% of the total. In this part of their business the banks 
were requested to consider not so much the financial status of the 
borrowing fffms as their total capacity to perform their war 
production contracts." Loans for war purposes by all commercial 
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banks began to expand in 1941 when they amounted to 1.25 _ 
billion dollars. They reached $3.5 billion at the end of 1943 | 
and stood at $3.2 billion at the end of June, 1944, or approximately 
35 per cent of their aggregate commercial, industrial and’ agri- 
cultural loans. It is also interesting to note that war loans 
guaranteed by the War Department, Navy Department and 
Maritime Commission through the Federal Reserve Banks 
constituted an increasing proportion of total war loans. The 
percentage of total war loans under Regulation V steadily 
increased from 4 on June 30, 1942, to 44 on June 30, 1943 and 
66 on June 30, 1944. During the period while war loans by the 
commercial banks were increasing, loans in nearly all other 
principal categories were registering a decline. During the 
period December, 1941 to June, 1943, the amount of change in the 
case of the former type of loans was + 1,950 million dollars 
while in the case of all ** other `’ loans it was — 4,450 million 
dollars.’ 
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War-time Industrial Finance in Germany and Japan : 


When the Government entered into the field of industrial 
war finance to this extent in Great Britain and the United States, 
it is no wonder that the intrusion of the State in this sphere 
would be hardly less important in “a country like Germany. 
Various types of emergency credits were made available for 
industrial enterprises affected by war conditions. A special kind 
of credit instrument in the form of 2/3 months’ promissory notes 
of the Army was provided to firms obliged to finance a rapid and 
extensive conversion for adapting their output and organisation 
to the requirements of the war. The notes, though ineligible 
for rediscount, could be used for bank advances. The war-time 
requirements of long-term capital were met from loans obtainable 
from the State-controlled Industrial Bank (Deutsche Industri? 
Bank) which guaranteed the bills in question and make them 
rediscountable and hence acceptable to ordinary banks. A 
public company, the Luftahrtkontor, was specially entrusted with 
the task of financing the air-craft industry. Another company, 
the ** Oeffa,"" which was State-owned, was responsible for the 
financing of public works. Like the Ipdustrial Bank it under- 


$ Federal Heserve Bulletin (Art, by G M. Conkling entitled ` Loane for War 
~ Purposes “"), November, 1944, pp. 1004-1055. 
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took to endorse the bills and guarantee 95 per cent of their value 
which made them rediscountable.* Indeed German Industry in 
war-time came to depend so much on direct advances from 
Government Departments rather than on banking assistance, 
that the importance of the German commercial banks as a source 
of industrial credit considerably declined.* It has been estimated 
that the total of advance payments to industry on government 
contracts amounted to 6,000 million RM. or more, at the middle 
of June, 1942, which brings into clear relief the restricted field 
of activity of private banking. Owing to the loss of their normal 
profitable fields of activity the banks were compelled not only to 
carry out extensive programmes of rationalisation but also to 
explore new and more convenient avenues.” 

In the case of Japan the conversion problem was not so acute 


for she had already been at war for more than two years when 


the hostilities began in Europe. By the Capital Control Law of 
1938 the granting of loans by Japanese banks had been closely 
regulated in the interests of the war industries.‘ Under an 
Imperial Ordinance promulgated in April, 1939, the Minister of 
Finanee was authorised to instruct the Industrial Bank of Japan, 


after consulting with the Capital Accommodation Committee, to 


make capital accommodation or subscribe to and underwrite or 
purchase securities of industrial enterprises, whenever he would 
deem it necessary for the smooth flow of capital» needed for 
expanding war production. The State wouldcompensate the 
Bank for any loss it might possibly sustain from these transac- 
tions.° 

In 1943, a new institution entitled ‘* War-time Financing 
Bank *’ was established with the object among others of accepting 
guarantees for loans by commercial banks to armament enter- 
prises. Its funds came from three sources (1) a paid-up capital 
of 150 million yen, (2) proceeds of debenture issues up to 10 
fimes the paid-up capital, and (3) short-term borrowing from the 
Bank of Japan, etec.* 


i Money and Banking (League of Nations), 1999-40, Vol. I, p. 40. 

2 The Statiets July 4, 1942 (° Wartime Banking in Germany ">, p, 492. 
® The Statist, International Panking Section, November 28, 1942, pp. 7-9 
4 World Economic Surrey, 1999-41 (League of Nations), p. 106. 

® The Statiet, August 24, 1939 (Special Japan Supplement). 

é Fourteenth Annual Report of the B. 17 8., p. 196. 
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War-Time Financing of Indian Industries : 


While details regarding the methods by which war industry 
was being financed elsewhere are available, they are singularly 
lacking in the case of India. ‘There is hardly any published 
information on the subject and one has to rely entirely on personal 
investigations. Materials are scarce and not easily accessible. 
Authorities are reluctant to furnish information and reply to 
queries." In the circumstances it has not been possible to give 
as detailed a picture of war-time industrial finance in India as we 
would otherwise have liked. An outline of the war-time financial 
machinery is presented below, noticing the principal gaps and 
suggesting the possible lines of improvement. The ioe 
has been gathered from authentic sources as far as possible. 


# Banks and Financing of War Industries in India: 


As regards the banking system and war industries, banking 
policy in relation to such industries appeared to be ill-planned or, 
to be more precise, devoid of any plan at all.» There is no 
evidence that the banks in India were giving any” special con- 
sideration, as the London Clearing Banks did, to requests for -~ 
credit from firms engaged on Government work or in activities 
of an essential character. We are not aware that the standards 
of credit worthiness insisted upon in ordinary times were relaxed 
in any way in favour of the war industries. Presumably the 
banks were guided by business considerations alone in granting 
financial facilities, and were not prepared like the British banks 
to extend such facilities against the mere knowledge that the 
borrowing firms were working on Government account. There 
is further no evidence that their capacity to perform war contracts 
rather than their financial status constituted the criterion of 
banking assistance here, as it did with the member banks in the - 
U. S. A. There does not appear to be any definite banking 
policy to discourage applications for advances on the part of 
luxury and non-essential trades, not to speak of recalling credit 
facilities used for such purposes for the benefit of essential war 
No formal approach was made by the authorities to the 


work. 
— 


1 The writer approached the Supply Department. the Commerce Department 


and finally the new Department of Planning and Reconstruction but was unable to 
sccure any reply to his queries. 
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tah — in this respect; and no davies was also tendered to them 
= by the Reserve Bank to this effect. 

* In the light of what Central Banks elsewhere, particularly 
in the United States, were doing to assist their war industries 
the steps taken by the Reserve Bank of India in this respect 
appear to be highly inadequate.* The Managers of the Reserve 
Bank of India, it is understood, were authorised to extend 
financial accommodation to scheduled banks desirous of assisting 
contractors and other suppliers to the Government. Such 
accommodation was to be furnished to the banks against the 
security of their customers’ promissory notes supported by their 
bills in respect of Government supply contracts. The notes 
whieh would be drawn by the Government contractors would be 
ordinary usance notes maturing within 90 days and were eligible 
for rediscount by the Reserve Bank only when the same had been 
endorsed by the scheduled banks. The bills in respect of their 
supplies to Government were obviously in the nature of collateral 

*. security and the ‘responsibility for their collection vested in the 
banks. «The. scope of the Central Bank's assistance to the 
country’s industrial war effort was thus limited to such“ simple 

™ rediscounts.as form part of the business of such institutions else- 
where even in the ordinary times.*It may also be recalled that 
the Federal Reserve Banks in the U.S.A. with a view to 
expediting and maximising the country’s war effort Were extend- 
ing loans and guarantees to the banks engaged fp financing war 
contractors. The Government Departments-also in their turn 
were giving their own guarantees to the Reserve Banks in such 
eases. There was in India no such corresponding arrangement 
between the Reserve Bank and the scheduled banks or between 
the Supply Department and the Reserve Bank in respect of 
financial assistance to war industries. 


aa 
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The State and Financing of War Industries in India : 


As regards the State, we have seen it became the principal 

supplier of finance elsewhere for extending and expediting the 
production of war industries. It has been estimated by a 
competent amthority that in 1943 most of the war-time 

== expansion in the U.S.A., about 14.4 of the 16.9 billion dollars, 
was financed with public funds. This amounted to 85 per cent 
of the total — privatë funds —— for the remain- 
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ing 15 per cent only." In implementing the implications of the 
Roger Mission, the Eastern Group Supply Council and the 
American Technical (Grady) Mission for expansion of India’s 
war industries, His Majesty's Government financed the establish- 
ment of a number of new factories and plant in India. “* Not 
only the establishment and expansion of India’s major industries,” 
observed Sir Jeremy Raisman in the course of his 1943-44 Budget 
Speech, * but the establishment of minor ancillary industries 
was being effected at the capital expense of His Majesty's 
Government. * The ownership of these factories and equip- 
ment and the right of their-disposal after the War would vest in 
His Majesty's Government as they had incurred the necessary 
expenditures.. The capital expenditure under the Chatfield plan, 
which was concerned almost exclusively with the expansion and 
modernisation of ordnance factories and the setting up of additional 
establishments for the manufacture of high explosives, worked out 
at nearly seven crores of rupees and was entirely borne by tl 
British government. That government were also involved in 
_. further expenditure in India on new factories and plant of no less 
than Rs. 12,54,91 lakhs, a figure, however, which>took- into . 
consideration capital account only.’ Apart from the financial“ 
interest taken by the Government of India in some factories, as 
the South Indian Aircraft factory in which they held a propor- 
tion of the shares, * it is believed, they also supplied in some 
instances the necessary capital for what is called ** balancing 
plant © needed for extension and adaptation to war requirements. 
Special financial arrangements were also made in cases where 
industrialists had to sink capital in’ war industries whose peace 
time value would be nil.* The decline in the advances of the 
scheduled banks in India and the rise in their deposits further 
afford indirect evidence of the part played by the governinent in 
the provision of working capital for war industries. There 
were several factors which were responsible for this peculiar 
banking trend in war-time, but direct financing by the govern- 
ment of war production must have, to some extent, reduced the 


1 C. E. Mc Laughlin (of National Resources Planning Board) in the American 
Economic Review, March, 1943. r — 

2 Budget Speech, 1913-44, Gazette of India, Extraordinary Issue 

a G. Tyson, India Arms for Victory, pp. 34 and 3. 

4 Indian Finance Annual, 1942, pa 51. 

s Sir T. E. Gregory and M. W. M. Y®itts— Lease Lend, what it v and how «t 
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demand for the banks’ advances from their industrial 
customers. ` 

It is in the case of the small industries executing war 
orders that the government appear to have taken a good deal of 
interest. The importance of bringing the small industrialist in 
line with the war machine was early realized by the government 
and the organizing and focussing of small businesses were two 
of the main tasks of supply policy. An agreement between the 
Supply Department and the provincial and State governments 
was devised for planned production for such industries, The 
Provincial governments generally furnished the working capital, 
sometimes in real form,® but the Government of India also 
provided financial assistance within certain limits where 
necessary.” — 

* It is clear from the brief outline presented above that the finan- 
cial machinery for facilitating and expanding Indian war produc- 
tion was extremely rudimentary. What was needed to maximise 
the country’s industrial war effort was a machinery through which 
a smooth, easy and swift flow of credit, both long and short-term 
could be ensured to the whole range of industrial enterprises en- 
gaged on essential war production down to the humblest sub-con- 
tractor. It has been seen that the very nature of war industries 
precludes private enterprise from assuming the extensive and un- 
predictable risk of financing plant expansion and conversion; and 
therefore the bulk of the risk of war plant financing inevitably 
devolves on the state. Not only, therefore, was it fit that our 
government should have furnished the necessary long-term capital 
for refitting and replanning industries for war requirements in 
‘* real’? form as well as in terms of money, but they should 
have also made arrangements for the provision of working 
capital.t The government could have installed the necessary 
“plant and equipment themselves and leased them out to the war 
contractors at a rental fixed as a percentage of the over-all sales. 
They could also give them an option to acquire the same after 
the war on the basis of cost less an agreed-on depreciation. As 
a financial device, government ownership of war facilities 
coupled with a provision for their lease has undoubted advantages 

1 Article “entitled "Warf and Indian Banking," Journal of. the Institute of 
Bankers, July, 1941. | — 
2 The Director of Industries in Bengal at one stage used to make "free" 


issues of raw material to amall firme eygaged in making camobfisge™ heta, - the rost 
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not confined to considerations of immediate war production. The 
problems of the strategic location of plants, of re-tooling and 
re-modelling during the very course of the war production pro- 
gramme would have been simplified in the war period; while in 
the post-war period the facilities could always be released to 
private ownership and production when the country’s economy 
would have been ripe for their absorption. In this way the 
government would have been able to assume the entire risk of 
war-time plant expansion, avoiding at the same time “ the pit 
falls to private companies or the windfalls to them.” 


An alternative policy of the government in this respect 
would have been the marshalling of the forces of private 
enterprise. The industrialist could have been entrusted with 
the preparation of the plans and designs as well as the financial 
responsibility “for construction. The government could provide 
technical supervision and could also undertake the repayment of 
the expenses of extension and adaptation in monthly instalments 
spread over a number of years. This government undertaking 
to repay the cost would have turned the contract into a ** bankable 
one ™ and enable the banking system to finance the operations. 
It is understood that there was a system of ** progress payments `’ 
on government war contracts but its scope was much restricted 
relatively to that of the British and American systems. The 
facilities of the Reserve Bank of India as well as of the entire 
commercial banking system of the country could have been 
utilised in financing the whole range of war industries. The 
Supply Department could have been authorised to guarantee the 
Reserve Bank and the scheduled banks against any possible loss 
which might be incurred in the process of financing the war 
contracts. The Reserve Bank should have been empowered to 
arrange loans to the scheduled banks and guarantees thereof, 
whenever they would be deemed necessary for speeding up the 
performance of war orders. A co-ordinating machinery ine the 
shape of installing “* liaison officers '’ could also have been set up 
between the Reserve Bank and the Supply Department. The 
manufacturer engaged in essential war work was, in the first 
instance, to Apply for financial accommodation to his own bank. 
Only when the scheduled bank was not in a position to furnish 
the necessary credit out of its own rejources, itewould approach 
the Reserve Bank either for a loan or for a guarantee of its loan 
to the industrialist. After the `‘ liaison officer ° had testified, 
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from the technical or production view point, to the qualification 

of the war contractor to carry out the government order, the 

Reserve Bank could examine the financial implications of the 

proposition and decide upon the type of financing suitable to 

~ meet the case. Such is the general frame work of the machinery 
which+the government should have set up for financing war-time 

plant extensions and conversions in India. But whatever the 
type of machinery, it was essential that while speeding up 
production and construction, it did not give an impetus to the 
inflationary forces inherent in a war economy and did not hamper 
the solution of the country’s post-war problems. 


+ Financial Problems of Reconversion and Development: =~ 


The financial problems of reconverting industry from a war- 
time to a peace-time basis are no less important than those of 
war-time plant extension and conversion. When a war ends, 
far-reaching technological re-adjustments are called for to meet 

- the altered specifications of war requirements. Factories 
manufacturing high grade products like automobiles and type- 
writers had to, be converted to produce machine guns and army, 
trucks, the change-over necessitating considerable  re-tooling 
and replanning. Such factories have to be re-adapted to peace- 
time requirements. The problem of reconversion, though 
not so vast and formidable as in the case* of England or 
the U.S.A., still existed in India and was considerable.’ A closely 
related problem was that of industrial capacity. The assessment 
of the place of different categories of industries in post-war 
conditions and the adaptation of their sizes to these changed 
conditions would be one of the foremost tasks of the government. 
There were the over-expanded war-industries, which must suffer 
a good deal of contraction. There were again_industries partly 
converted to war uses which had to win back their peace-time 
markets such as themicals, cotton, jute and other textiles. There 
were further the dislocated peace industries, most of which 

y supplied the consumer goods. It was this last category which 
called for the greatest possible expansion. Surplus capacities 
in one group were likely to go hand in hand With=shortages in 
another. Excess capacities and superfluous plant had_comstituted 
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one of the gravest causes of disequilibrium at the end of World 
War I.* The same peril must not be allowed to overtake us this 
time. A great deal of careful attention would have to be paid to 
determine the manner in which and the extent to which the 
excess might be adapted to meet the peace-time demand. The 
problem in each case would be to adjust the peace-time size to 

the peace-time demand, shrunken fo doubt in many instances =- 
but considerably expanded and requiring yet further expansion 
in many others. In the immediate post-war period demands for 
aluminium, synthetic fibre and electronics would be greatly 
. increased; while technological developments on new non-metallic 
- substitutes for metal, such as.awood, plastics and resin would have 
to be definitely encouraged for conserving scarce and irreplaceable 
natural resources. The prospects of such development, as 
Mr. J. R. Bellerby points out in a recent work, will depend, 
however, on one essential condition, the possibility of financing 
the general re-equipment.'* The problem of reinvigorating such 
` industries in the transition period will consist more in financing 
their restoration and re-equipment than in internal stimuli and 
re-adjustments. The firms will be in urgent need of plant and 
machinery for peace-time production but may nòt have the 
necessary financial resources. They will have to be furnished 
with the necesstry credit facilities. The problem, therefore, 
will evidently be to find out the methods by which credit 
facilities for such re-equipment may most efficiently be ensured. 
An important part will inevitably have to be played by the state 
in the financing of this transition from war to peace-time 
conditions-* The Ministry of Supply having now to provide 
butter for guns will have a new function—that of providing the 
necessary capital to such industries, particularly to those firms 
in them which lack the means of borrowing on a long-term 
basis. The banks wnay be directed to grant loans to any firm 

approved for the purpose by the Ministry of Supply. The . 

principal and interest on their loans may be guaranteed to the 
banks by the government. ** Liaison officers ° may be installed 
in the principal branches of the banks who will closely co-operate 
with the Bank niinagers in the day-to-day serutiny of the claims 
put forwatd by various industrial borrowers. Loans may be 
granted oR who stand first in the Ministry of Supply's 
nd whose credit requirements arise directly out of 
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war conditions and cannot be met from ordinary sources.. It is 


scarcely necessary to point out that such a scheme must fit into — 


the general- framework of the credit» policy involved in the 


national plan of reconstruction. 
* Apart from the question of post-war plant conversion and 
changes in industrial capacity, India will face in the post-war 


' years a far-reaching industrial re-adjustment, perhaps the most 


far-reaching in her history.* It will embrace not only the 


-== conversion from war to peace production and the ensuring of 





the continued operation on peace-time work of plants installed 


for war production but also the planned long-term industrial 
development of the country. 


This enormous task of reconversion, reconstruction and - 


development will call for an adequate provision of both long- and 
short-term finance. The E. P. T. refunds will not be sufficient 
to provide the working capital required by industry during the 
post-war reorganisation. In the circumstances industry will 
have to depend upon the banking system to a considerable extent 
for the supply of its requirements of short-term finance. Banks, 
it has been well said, are an instrument of swift action in 
planning.” In a well-organised national plan the banking system 
may be utilised by the government not only for helping industry 
during the difficult period of post-war reconstruétion but also in 
several other ways. The banks in their turn ghould relax their 
pre-war rigidity of practice and regard for tradition so that they 
may make their contribution to the national plan. As we have 
pointed out elsewhere, opinion fs steadily gaining ground that 
the banks, particularly in- view’ of their current liquid position 
which is the result of war finance, should break new ground and 
search for unconventional outlets for investments and should be 
more receptive of new business hitherto regarded to be outside 
the purview of conservative banking practice.” In the -difficult 

sand strenuous years of the post-war period it is essential that 
there should be the closest possible co-operation between banks 
and industry. 


ball 


* But the supreme need of the hour is the rasa ofa 


specialist institution—an Industrial Finance Corporation— 
under government auspices, whieh will play the dominant part” 
“ee = or,” . ' +. ‘ é 
in the financing of post-war industrial reconstruction and will 
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also help government to implement their policy of full employ- 
ment. . Post-war industry in the course of its rebabilitation and 


development wil need finance for the following | purposes : 
(1) overhaul of equipment—the scrapping of worn-out and 
obsolete machinery; (2) purchase of new plant and machinery; 
(3) new developments and extensions; (4) market research, 
advertising, ete.; (5) technical research and development ; 
(6) materials and labour. Any special machinery that may be 
set up for financing the task of industrial reconstruction and 


“development will have to satisfy the demand for all these cate- 


gories of industrial finance. A number of countries have already 


- taken steps to set up sueh special financial institutions.x It will 


be recalled that for the same task of financing industrial recon- 
struction and development after World War I, special financing 
machineries had been established in several countries of Central 
and Eastern Europe and these had taken the form of industrial 
mortgage banks. A study of the structure and organisation of 
the Industrial Finance Corporations formed in several countries 
after World War II, and of the financial methods adopted by 
them will be not only interesting but highly useful. These 
corporations constitute another important landmark in the 
institutional devélopments of industrial finance. In sharp contrast 
to the pure i trial mortgage banks of the former period, a 
remarkable trend is witnessed after World War II in favour of a 
combination of the business of mortgage lending with that of 
underwriting and in several important cases, participation in the 
equity capital of industrial companies as well. 
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> : CHAPTER XIII 


Recent DEVELOPMENTS IN INDUSTRIAL FINANCING 


The Industrial and Commercial Finance Corporation, Ltd. 
| of Great Britain : 


* 
Of the special machineries that have recently been set up 
for providing the long-term financial needs of post-war industry, 
the two British ‘institutions, the Industrial and Commercial 
Finance Corporation and the Finance Corporation of Industry, 
have attracted the greatest measure of attention. Born of two 
different ideas, these two institutions were established at the 
instance of Sir John Anderson, then Chancellor of the Exchequer, 
and Dr. Dalton, then President of the Board of Trade, to meet 
the post-war capital needs of British industry. “The Industrial 
and Commercial Finance Corporation, the I. C. F. C. as it is 
generally called, is the product of the prevailing belief in the 
existence of the ** Macmillan gap,"’ that is, in the field of financia! 
requirements lying in between the short-term facilities ordinarily 
furnished by the banks and the long-term faéilities available to 
the larger established businesses through the medium of the 
stock exchange or the issuing house. —* 


Capital Structure : ee z 
The resources of the Corporation were provided “by a 
consortium of the Bank of England and the joint stock banks of 
Great. Britain. Of its share capital of £15.million the Bank of 
"e Fagland took up £500,000 as a ‘* token subscription "’ and the 
balance was subscribed by the clearing and the Scottish banks 
roughly in proportion to their deposit liabilities. In addition to 
its share capital the Company has borrowing powers of £30 
million which will be utilised by means of loans and advances. 
from the member banks pre rata to their shareholdings. 
Although stasted with Government approval, the Corporation is 
neither financed by the Government nor is it subject to depart- 

: mental control. Tn no sense does it receive Government assistance 
= Or subsidy. Tt operates as an“independent organisation controlled 
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by its own board of directors, none of whom is nominated by 
the Government, and is conducted on a strictly commercial basis." - 
The share capital remained at £7} millions while loan capital 
increased from £12}millions to £154millions in 1951-52. _ 


Objects : 


The object of the I. C. F. C.%s to provide finance for small 

_ and medium-sized industrial and commercial businesses where 

~. existing facilities provided by banking institutions and the stock 

exchange are not readily or easily available—businesses, more 

precisely, ** whose requirements fall within the limits of £5,000 

and £200,000." ° It is clear that the Corporation has been 

- designed to remove the difficulties which face smaller and 

medium-sized businesses in raising their requirements of capital. 

- even when the security offered is perfectly sound—particularly, 

long-dated capital in amounts not nifficfently large for a public 

issue,—difficulties again to which pointed attention«was drawn 
by the Macmillan Committee in their report.” £. 

The I. C. F. C. caters for the financial needs of mainly 
private limited companies engaged in manufacture but it does 
not confine its facilities to them alone. In fact, it does not intend 
to exclude any type of business, industrial or commercial, from 
its scope.* Although the policy of the Corporation is mainly to 
provide additional finance for established and progressive enter- 
prises, it will not ‘deny the use of its facilities to new under- 
takings whose functions and prospects are commercially sound.’ 

J Generally speaking, 4he facilities provided by the Corpora- 
_ tion are intended to augment and not to replace existing finance. 
; The proprietors of any enterprise assisted by the Corporation are 
expected to have a substantial financial stake in their business. 
f: Broadly speaking, it i$" prepared to furnish credits in amounte 
ranging from £5,000 to £200,000 to ang industrial or commercial 
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oe = t Article entitled “ Finance for Small and Mediom-sized Companies in 
Accountant, 29th June, 1946. 3 
2 The Chairmap’s Statement at the First Annyal General Meeting a 
I. C. F. C. Ltd,, held on Sth Neverber, 1946. 
a Para. 404, Report of the Committee on Finance and Industry, 199) 
i The Chairman's Ptatement. First Annual General Meeting. I. © F. C. Aad 
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concern operating in Great Britain which puts forward a sound 
proposal. : * 


Methods of Finance : 


Every case that is considered by its officials is looked on 
not just from the standpoint of what will suit the Corporation. 
“ The prime factors are the type of finance the applicant really 
requires and the best way of providing him with it,’ " The 
merits and special requirements of each case haye settled the 
methods of finance to be adopted by the Corporation. Thus the 
financial facilities provided by the Corporation have taken a 
number of different forms such as: < 


(1) debentures and secured loans; 

(2) unsecured loans; — 

(3) redeemable preference shares; © P 
(4) non-redeemable preference shares ; 
(5) participating preference shafes; and 
-(6) ordinary shares.. 


Cases where new capital is required to cover the cost of 
fixed assets and working capital in an expansion or conversion 
scheme; and the proprietors of the business expect to be able 
to repay the advance out of profits in 10 or 20 years, ‘are usually 
met by a fixed loan in the form of debentures or unsecured notes 
redeemable by annual instalments over a period, or by 
redeemable preference shares. When there is a considerable 
degree of risk in the new finance, as in the case of a company 
which is a wartime mushroom growth with a problem really of 
conversion, rather than of reconversion, the method of finance 
chosen is participating preference shares.” - 

In the second place, when thé*reconstruction or expansion 
of the undertaking requires capital of a permanent nature, this 
is met by non-redeemable preference shares accompanied possibly 
by a proportion of ordinary shares.’ The Corporation in such 
cases really provides ‘* risk `’ capital. 


1 Art. by Mr. ‘Lawrie, General Manager, I. C. F. C. in the Banker op. cit. 
2 Art. by Mr. J. H. Lawrie, General Manager, I. ©. F., C., in the Banker, 
August, 1946, ° 


— Art, in the Accountant, 29h June, 1946. Reprint kindly forwarded to the 
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For intermediate cases falling in between the two main types 
a combined arrangement tailored to the needs of the situation is 
usually made. i 

When the balance-sheet and prospects of a company, anxious 
to build a new factory or install new machinery, do not justify 
an unsecured loan, but the company requires additional working 
capital to finance the ‘increased turn-over resulting from the 
acquisition of fixed assets, the Corporation makes its contribution 
partly on mortgage on the fixed assets and partly in preference 
shares. The floating assets are left free as security for the bank 
and are calculated to strengthen the position of the company from 
the banker's point of view. This is the policy which has 
frequently been used in conjunction with several of the banks 
and has come to be known as the ** I. C. F. C. Sandwich." 


_ Liaison Department - ~ 
- . 


The Corporation deals in long- and medium-term loans and 
has sometimes evem a shareholding which is a substantial 
proportion of the total capital of its industrial customer. In such 
circumstances, it is essential that it should keep in close touch 
with the customer company's activities. With that end in view 
a Liaison Department bas been started, The officials of the 
Department travel about, the country visiting the several 
customers, discussing business problems and difficulties which 
may face them, advising them; giving them the benefit of their 
and the Corporation's wide contacts, and watching on behalf 
of the Corporation for danger “Signals that. may indicate the 
probability of business losses or other troubles. 

It is the policy of the Corporation to provide finance at a 
moderate cost. No fixed scale is applied to interest rates which 
vary with the securities ayailable and the inherent soundness 


and prospects of the business. Secured loans have recently been,” 


negotiated at 4 to 449 and unsecured loans and preference shares 
at slightly higher rat 

For expenses a small fee is charged ranging from $ to 1% 
on the amount provided by, the Corporation. The legal costs of 
both the Corporation and the applying company are borne by 
the latter when business results. If, by arrangement with the 
applicant, a professional firm is employed to investigate the 
accounts, the fees are paid by the borrowing concern. Ín all other 
cases the Corporation's own expenses are borne by it. 
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— through which an Application for Financial 
i~ Assistance’ passes : é m 


- 


All applications for financial assistance from industrial 
customers of the Corporation have to pass through three distinct 
stages before they are finally approved or rejected. 

Proposals may be submitted through the applicant's bankers, 
through accountants or solicitors or direct to the Corporation. 
Intending borrowers are generally requested to submit their 
proposals in. writing. Every proposal should contain a clear 
statement of the amount required and the purposes for which 
it is required. Information has also to be given regarding the 
existing capitalisation of the business, its financial records and 
prospects. The applicant should send also copies of balance- 
sheets and profit and loss accounts, where possible for at least 
two pre-war years. In the case of a new undertaking the 
Corporation should be informed of the amount of money the 
promoters themselves intend to provide. 

The stages i which an application passes are as 
follows :— 


(1) Preliminary Examination==sthe ‘‘ Examiners "° are 
responsible for sifting the *' possible ° from the ‘z impossible 
and for working on the former until there is a good prima facie 
casé for a loan or investment. . 


’? 


"(2) Proposed “arrangement (terms and  conditions)— 
‘ Controllers.” Both the Examiners and Controllers obtain 
help and guidance from the various departments of the Carpora- 
tion, such as the technical investigation, accounting and market 
research departments according to the circumstances of the 
individual case. 


(3) Finally, the Directors for approval or otherwise. 


Investigations are carried on by Visiting the works of the 
applying company and survey is also made of the background 
conditions of the industry. When the ternis of assistance have 
been finally — Soar = the necessary agreement is drawn up by 
the legal department The various departments of the Corpora- 


tion engaged in the actual scrutiny of the proposal in its 
different aspects aro: ° . d 


| (a) Examination Department; (b) Accounts Department; 
(e) Liaison Department (i.e. , ‘technical investigation); (d) Eco- 
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nomic Intelligence Department (.c., market research) ; and finally 
(e) Legal Department.’ = > — 

The staff which stood at forty in 1946 is being built up 
and at the present moment consists of— ~ 

(1) People having investment and financial experience of 
various kinds ; (2) Investigating cost accountants; (3) Engineers 
and other technically qualified persons, e.g., building experts; (4) 
Economists; (5) Lawyers. — 

By the end of the first accounting period (20th July, 1945 
to 50th September, 1946) the Corporation had called up £14 
million of its £15 million capital and also begun to call up the 
loan facilities which the shareholder banks had undertaken to 
provide. During the first two accounting periods total advances 
made by the Corporation amounted to £5,071,000 and 
£10,500,575 respectively. 


g: 


Business Operations : é i 


Quite a large variety of industries have been financed 
by the Corporation. Mechanical engineering including agri- 
cultural machinery, machine prime movers, printing and paper- 
making machinery, textile tiachinery, cooking, heating and venti- 
lating machifiery, etc., has absorbed by far the largest single 
proportion (17.99%) of the total advances. Other industries assisted 
are agriculture, iron and steel, cement, lime, bricks, chemicals, 
electrical engineering, ship-building, cutlery, hand tools, watches, 
textiles, leather, clothing, food, drink, scientific instruments, etc. 
Transport, distribution, hotel and catering, laundering, dyeing 

and other services also figure as important items in a long list.” 
è The balance-sheets reveal that the assistance furnished by 
the Corporation took the form of debentures and secured loans, 
unsecured loans, redeemable preference shares, non-redeemable 
j preference shares, participating preference shares» and ordinary.” 


j shares.” The particular situation of the customers was taken 
into account and facilities which would just suit their cases were 
devised. The requiréments of a large number of the customers 
were what could be properly termed ‘ capital.” The Corpora- 

3 Source: Letter to the writer from the General Manager, J.O. F. C., dated 

: 4th Angust, 1948, in reply to his queries. 

T 2 Keport of the Directors and Statement of Accounts for the vear ended 43lst 


rt March, 1952, 
J 3 Ralance-shects of the T0. F. C. Ltd. «30th September, IHG to Jlst March, 1952. 
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re was also frequently asked to provide resources for new 
__ developments or new enterprises involving considerable risks ; 
or to provide resources: which constituted a substantial part of 
In such cases the Corporation preferred to 
stipulate for some part of the equity, either in ordinary shares 
or by way of participation attaching to the preference shares. 

-~ The following table shows the invested funds of the 


Corporation as analysed by types of facilities * 


33 At 30-049 At 31-3-50 ~ At 3L-3-51 
* * 
Secured Louns 35.9 35.8 35.2 
Unsecured Loans 27.2 27.6 21.8 
Preference Shares 21.8 23.8 29.3 
Participating Pref. Shares 6.3 4.7 3.9 
Ordinary Shares * 8.8 8.1 8.8 
At 31-3-52 
Secured Loans * 38.3 
Unsecured Loans 22.3 
Redeemable Preference ‘Shares 19.2 
Non-redeergable Preference Shares 11.5 
7.8 


Ordinary Shares — x 
The analysis of the new business by size for the latest 
available year 1952 is given below * 





' Amount No. of " of Aggregate % of 
cases Total Amount Total 
£ 5,000—£ 10,000 — 9 9.9 79.0 L1 
€ 10,001—& 20,000 — oe 13.5 256.6 3.7 
€ 20,001—£ 50,000 45 40.6 1,895.7 27.5 
£ §0,001I—£ 100,000 24 21.6 2,112.5 30.6 
£ 100,001 and upwards 16 14.4 2,550.7 © B871 
111 100.0 6,903.5 KUD 
: : e g —* 
< : 


The proportion of the number of cases up to £50,000 amount- 
ed to 64.0% of the whole. The proportion of transactions above 
£100,000 rose to 14.4% from only T% of the whole in 1946. Tt 
does not, however, reflect any change i in the policy of the Corpora- 
tion. The Chairman has assured us that the Corporation's special 
concern is for applications for small amounts from £5 1000 upwards. 


rp — Reports of the Directora and Statements of E Sa T 
oe ia the Directors and Statement of Acounte for the year ended Sist 


— —— 
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The Corporation’s customers are principally private com- 
panies of small and medium size, engaged for the nfost part in 
industry. Here again the Corporation deals essentially with the 
developing sector of industry—with companies which are ex- 
panding, which are developing new processes and techniques; or 
which have been reconstructed or reorganised, and to a certain 
extent with new concerns. 

In its lending policy the Corporation has been guided by 
the directions given to the Capital Issues Committee by the 
Chancellor of the Exchequer from time to time and the priorites 
laid down by the Government departments. Its rates have been 
modelled on those prevailing in the capital market with a pre- 
ference for the low rather than for the high side of the market." 

A danger to which the Corporation may find itself exposed 
has been stressed by the Economist. It may become the pro- 
verbial ** dustbin *’ into which all the undesirable business will 
be dumped.* But the fears are unfounded, as Lord Pierey has 
assured us that it is no part of the Corporation's policy to carry 
financial lame ducks but help ducks that can swim. 

The Corporation has further been accused of adopting an 


unduly conservative policy. ‘“‘ It has outbanked the bankers,” 


so runs the slogan. But the insinuation is unjust not only to 
the Corporation but to the bankers as well. The fact is that it 
has been the Corporation's endeavour to combine with prudence 
a maximum of usefulness according to its lights, the object being 
to increase the accessibility of permanent or quasi-permanent 
capital to eligible borrowers. 

The Corporation is intended to supplement, and not 
supplant, the activities of the banks and of other institutions. 
There can be no question of competition between the Corpora- 
tion and the banks. The relationship is rather one of co-opera- 
tion. This co-operation will be in the interests of the customers 
as well as of the Corporation and of the banks themselves. »'Thé 
Corporation's business has made good progress. The demand 
for its facilities has continued to be high and the quality of the 
applications has grown more attractive. Advances and invest- 
ments of the Corporation rose to £23.6 millions in 1952 from 
£20.2 millions in 1951 and £15.6 millions in 1950. The profit 


. 
> 


1 Statements by the Chairman, T. C. F. C, Lid., at the 
Annual General Meetings. 
2 The Economists, 20th January, 1949, p. 83. 
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higher than in the previous year. 
+ The Finance Corporation fer Indastry Ltd. 


= ae af and after making provisions for doubtful debts was 





The second and larger British institution is the outcome 

- of "a more ambitious and potentially more*significant idea." 

- The purpose of the Finance Corporation for Industry Ltd., in 

the words of Sir Johw Anderson, is the provision of temporary or 

longer-period finance for industrial businesses of the country 

- with a view to their quick rebabilitation and development in the 

national interest, thereby assisting in the maintenance and 

increase of employment.’’' As the I.C.F.C. is concerned with 

= small and medium-sized industries, the F. C. I's main interest 

is in large-scale industries. The types of business envisaged 

are those which show prospects of financial success but cannot 

be immediately financed through normal channels (e.g. the 
banks) or by capital issue.’ 

It resembles the B. I. D. in the sense that it will take no 
initiative in the reorganisation of industry. Its primary objec- 
‘tive is to provide finance. But it is really a much more ambi- 
tious version of the B. I. D. in that the emphasis has been shifted 
from salvage ‘to development. ‘‘ It will seek out its own 
spheres of activity and not wait till the corpses were brought 
in. It is also to be distinguished in one important respect 
from the Credit for Industry, Ltd. (1934), as itYhas not been 
debarred, in the process of financing, from participating in the 
equity of the business it assists. Assistance is furnished not 
only in the form of liened fixed interest loans but also by way of 
subscription. to the initial share capital. 

Any impression that the Corporation will be competitive 





with. existing sources for the provision of capital will be wholly 
erroneous. As in the case of the I, C. F. C., it is merely intended 
- to supplement, and not replace, the existing channels through 
= which industrial finance is procured. ath 
= TheF. C. L is wholly owned by consortiums of insurance 
_ companies, trust companies and the Bank of England in the pro- 
TA - p a 
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portions of 40, 30 and 30% respectively. The authorised capital 
amounts to £25 million divided into 2,500,000 shares of £10 each, 7 
the issued and called-up capital being only 2% of £500,000 each. 
The object of retaining a large reserve of uncalled capital is two- 
fold : first, to enable the Corporation to work at fine rates, and 
secondly, to afford a very good cover for the borrowings from the — 
banks by which the business of the Corporation will be chiefly 
financed. The bulk of its resources are prévided by the exercise 
of its borrowing powers amounting to four times the amount of 
capital, i.e., £100 million. This will be chiefly provided by __ 
deposits from clearing and Scottish banks. It will not itself 
accept any deposits from the public. 7s | 

The Corporation will conduct its business on the“ broad- > 
est possible basis consistent with proper commercial prudence. 
Subject to that, its charges for accommodation for its clients 
would be on the most reasonable scale to cover expenses, to 
accumulate an adequate reserve and to provide for a reasonable 
rate of dividend on the paid-up capital. The Chairman of the 
Corporation at the Second Annudl General Meeting stressed the 
fact that the Corporation was not a philanthropic’ institution 
with an obligation to finance projects without any reference to 
the ultimate financial result. With such enormous resources at 
its disposal, any attempt to make it function on philanthropic 
lines would constitute a grave threat to British Industry rather 
than being a source of advantage.’ But it is not suggested for 
a moment thatgthe Corporation has been formed to earn extra- 
vagant profits. “It is essential that adequate reserves be built 
up. The shareholders are also entitled to expect a reasonable 
rate of return in due course upon the capital at risk. 

The F. C. I. made a disappointingly slow start. Though 
partly due to the difficulties of initial organisation at an 
experimental stage, it was mainly attributable to the slow prp- .- 
gress of reconversion in a large variety of industries and the repur- 
cussions of the Government's * nationalisation programme.’ 
The spectre of uncertainty must have held back from it a great 
deal of prospective business. The basic industries were expected 
to be the best customers of the Corporation. But the process of 
nationalisation deprived it of a considerable volume of its 








* 


> 
i Note of Chairman's specch at the Second Annual Meeting held on 13th 


August, 1947. 
2 The Economist, 15th July, 1946, p. 978. 
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activities; ‘and the business came almost wholly from other 
sources, the Steel Industry being alone of the basic industries to 
have so far made use of the Corporation's ‘facilities.’ 

The slow start cannot, however, be regarded as any real 
guide to the Corporation's future.. During more recent account- 
ing periods the business of the Corporation has steadily increased. 
The investments of. the Corporation, representing the’cost of loans 
and participations less amounts written off have steadily risen from 
~~ 10.9 millions in 1949 to £32.7 millions in 1950, and £54.5 

. millions in 1951. In 1952 there was a slight decline, the amount 
being £52.8 millions.’ 

The object of the Finance Corporation for Industry has been 
to assist in thie creation of new enterprises and the expansion and 
modernisation of existing ones which will contribute to the 
advancement of the national economy by providing finance when 
it cannot be obtained through the ordinary channels. In carry- 
ing out this task, the Board of Directors has interpreted its Charter 
in the widest manner and has not even hesitated to provide finance -s 
required for a project whose activities are not conducted within — 
the United Kingdom." The Corporation considers that it will 
inevitably have to take risks but that it is under obligation to 
ensure that any project it undertakes to finance has a sound basis 
and that there is a reasonable prospect of* the moneys advanced 
being repaid.* = 


“ Methods of Finance: s > 


The Institute proceeds empirically in regard to the form in 

which its assistance is given. As in the case of the I. C. F. C., 

the peculiar needs of every customer have determined the form 

: in which the. accommodation is provided. Negotiations are 
« conducted by correspondence and interview between executive 

* officials of the Corporation and representatives of the Company 
concerned. The ultimate decision, except in those cases which 
clearly fall outside the purview of the Corporation, rests with the 
Board of Directors." An important consideration for the Board 


3 Ibid.” Aso the Eastarn Economist, 26th July, 1946, pp. 151-92. 
_ 3 Balance-Sheets, F. C. I. Ltd., 1949-1952. 
s Note of Chairman's Statement at the Fifth Annual General Meeting, 1950. * 
4 bid. Fourth Annual General Meeting, 1949, 
ry 


A Letter to the writer from the authorities of the Finance Corporation for 
industry Led., dated Lith August, 1948. ` 
. = » 

= 


oh 





— 


wa Sis 
RECENT DEVELOPMENTS IN INDUSTRIAL FINANCING 393 
~~ 


is whether the project which is seeking assistance „would, by 
modernisation, expansion or development of a new industry, = 
contribute towards the objective for which the Corporation was 
formed. If the Board is satisfied on this point and there are 
reasons to believe that there are prospects of financial success, the — 
money is provided on terms as little burdensome as possible 
during the developmental period. The policy of the F. C. I. has 
been to provide loans at the lowest possible ratés of interest during 
the period while the factory, plant and other requirements are | 
being erected and installed and the enterprise is being brought to ~ 
the productive stage. But while making these advances, the ~ 
‘practice in the majority of cases has been to take conversion 
options in the equity of the ventures. These rights of conversion 
into equities or preference shares ensure for the Corporation in 
the event of the projects proving suecessful, a reasonable reward 
for the risks-undertaken. Thus valuable conversion rights in 
the equity of the companies were attached to the advances made 
to Iron and Steel Companies, these conversion rights in the 
equity of the companies being £10 millions in the case of the 
Steel Company of Wales alone. Similarly, a subsf{antial profit 
should accrue to the Corporation through its holding in the equity 
of F. Perkins, Ltd.’ 

There have been two classes of transactions. In one the 
Corporation has acted alone; in the other it has been associated 
with one or more Issuing Houses of the city. This is reminiscent 
of the practice of the German banks to work in syndicates and | 
will help to distribute the risks of investment fairly widely. The 
financing of the Steel Company of Wales, Ltd., furnishes the most 
outstanding example of this co-operation. After the end of the 
War, when the task of modernising the Tinplate Industry of 
Britain was undertaken, it was found to be a colossal job. It 
involved the provision of new capital to the extent of £60 million. | 
It was not simply the magnitude of the task but there was fhe” 
question of the period that must elapse before the permanent 
capitalisation of the Company would be established. It was 
accomplished by a remarkable co-operation between the F. C. I. 
and the largest group of Issuing Houses to be ever brought 
together and indirectly by the banks.’ 


œ~ 


a a4 
t Note of the Chairman's Statement at the Third and Sixth Annual General 
Meetings of the Finance Corporation for Industry Ltd., beld July, 1948, and July, 1951, 
2 Speech of the Chairman at the Second Annual General Meeting of the F. ©. I 
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~ August, 1047. 
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The staff of the Corporation, in marked contrast to that of 
the I. ©. F. C., is relatively small and outside — are 
employed when necessary for the investigation of any detailed 
and technical aspects of a case.’ 

Itis perhaps too early to express a positive opinion as to 
whether the Corporation is destined to become a part of the 
permanent mechanism of the City of London. According to its 
Chairman, Viscount Bruce, its activities to date have justified 
the view that it was necessary to provide a mechanism for 
mobilising the credit resources of the city in order to financé 
schemes of post-war modernisation and re-equipment which 
could not be handled appropriately through the normal financial 
channels. The financing of the Steel Company of Wales referred. 
to above together with many smaller proposals which the 
Corporation has handled appears to indicate that it has a 
significant role to play.*. The recent working of the Corporation 
confirms the view that it is destined to provide an essential 
element in the general financial structure of the country’s 
economy. 

Indeed it can look forward to playing quite a useful part in 
the rehabilitation and maintenance of British industries. In- 
dustrial developments have been taking place throughout the 
world. As a result of these developments, the markets for the 
simpler forms of manufactures which Britain has supplied in the 
past are likely to be considerably redueed. To replace these 
markets, British industry will have to keep ahead of its rivals in 
specialisation, modernisation, utilisation of science and the 
application of modern technique. All this will call for an 
adequate and continuous flow of new capital. It is in the provi- 
sion of this capital that the F. C. I. can play a valuable part.’ 


The Industrial Development Bank of Canada : 


= 


The Industrial Development Bank of Canada, established 
under the authority of the Industrial Development Bank Act 
approved on August 15, 1944, commenced operations on 


writer from the F. O, I, Ltd., dated Lith August, 1048, 
the Rt, Hon, Viscount Bruce of Melbourne at the 


Ibid. Cp.. also the Chairman's speech at the Third Annual General Meeting 
22nd July, 1948, * 
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November 1, 1944. The Bank of Canada subscribed for the autho- 
ried, capital of £25,000,000 of which at first £10,000,000 was — 
paid up. In 1947 the paid-up capital of the Bank was brought 
up to its full authorized amount of £25,000,000.". The Bank =» 
has also been empowered under the Act to issue debenttres up to — - 
three times its paid-up capital plus reserve. Under Sec. 25(a) ~“ 





of the Act, capital funds not currently required for business 
purposes have been invested in securities of the Government of 
Canada. P gt 
-When an enterprise needs capital but not large enough to - 
warrant a public issue of securities or when an otherwise accept- 
, able project requires a loan of longer term than a chartered bank 
~- may be prepared to grant, the Industrial Development Bank will 
be prepared to extend its facilities to the enterprise, provided it 
is demonstrably sound and can be expected to pay back borrow- 
ings from earnings over a reasonable period. Its purpose is to 
extend financial assistance to sound industrial concerns which 
are unable to obtain their requirements from other sources on 
reasonable terms and conditions. It is intended to supplement 
rather than to compete with the activities of the chartered banks 
and other lending organisations, and to operate chiefly in the 
medium and long-term field.* The enterprises eligible under the 
Act for assistance are those which are engaged in the business 
of the manufacturing, processing or refrigeration of any goods, 
or the building of the-ships, or of the generating or distributing 
of electricity. Like the British F. C. I. credit is provided only 
in cases where a reasonable amount of money has been invested 
by persons other than the Bank in the business concerned.” — 
In considering applications for financial assistance, attention 
is paid not only to the existing value of buildings, machinery 
and equipment on which security may be taken but also to the 
ability to repay a loan from prospective earnings or other sources., 
The Bank is legally empowered to take any Kind or form or 
security including liens on goods, wares and merchandise. 
Mortgages on land and buildings may be taken. Chattel mort- 
gage on machinery and equipment may also be accepted where 


I Annual Reports of the I. D. B. to the Minister of Finance mr the Gecal years 
IMG, 1946 and 1947, 
s. F7. D. B., Wheat It te end How It operaice—ao pamphlet published by the 
Hank and kindly forwarded to the present writer by its authorities 
= * ff. D. B., What Iò is ond How It operates, Op. cit 
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it may be legally taken. Financial assistance provided by the 
_ Bank is usially on a medium or long-term basis. The length 
= of term depends on the Bank’s estimates of prospects in the 
-~ industry as a whole and on its judgment of the applying firm's 
situation as a borrower.' The credits authorised by the Bank — 
during the first year of its operation Were for an average term of 
five years. It does not ordinarily lend money for what are 
commonly known as working capital purposes. By virtue of its 
Act, it cannot lend to primary producers.nor like the British - 
1. ©. F. C. to trades or services. 


Methods of Finance : 


The methods used by the Industrial Development Bank ~~ 


in extending financial aid vary in accordance with the circum- 
stances, In the great majority of cases, the Bank makes direct 
loans but it has powers to share in, or guarantee, loans made by 
chartered banks. The Bank may also underwrite or purchase 
securities issued by the borrower. Every effort is made to 
arrange financing suitable to the needs and interest of the 
borrower. ° 

There is one very attractive feature in the Bank’s method of 
disbursement. A business man may arrange in advance with the 
Bank for the financing of his project. He decides to erect a plant 
to be completed in a few months’ time and the Bank will advance 
funds only to meet actual expenditure as work on the plant 
progresses. The borrower thus pays interest only on the portion 
of the credit which is actually outstanding and is thus able to 
make large savings. The rate of interest is 5% per annum. The 
terms of repayment are tailored to suit the individual needs of 
each business. Thus payments of principal have been arranged 
on a monthly, quarterly, semi-annual or annual basis. As an 
ajternative, equal payments of both interest and principal are 
permissible. But the Bank's policy has generally been to 
encourage borrowers to repay their loans as quickly as possible in 
order that their finances may be placed upon a sound basis to 
meet possibly less favourable operating conditions.” 


t Source: Art, by Mr. J.A. Macdonald of the Industrial Research Division of 
the Bank in the Dalhousie Quarterly Review, i 
2 Article by J. A. Macdonald in the Dalhousie Quarterly Rericw, 
aP 
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—* * Procedure for Dealing with Applications for Finance + 


EES _ The Bank's procedure in dealing with applications for ri 

‘= _assrīstance is as follows :—An application may be made in person — 
or in writing to any of its offices located in various parts of the 
country, at Montreal, Vancouver, Winnipeg and Toronto. * 

~ The business of the Bank is a highly specialized undertaking. 

It has on its staff men who had previously occupied senior positions 

-~ with commercial banks or trust companies. Besides experienced 

bankers, the Bank has on its staff experienced industrial 
engineers, lawyers, chartered accountants, insurance experts 

== ~ and qualified economists. When an application, is received, these — 
~ * „officers are -entrusted with the task of examining it. If the 

_ preliminary data are satisfactory, a visit is made to the applicant's 

place of business where the investigation is carried on. The 
form of security to be held by the Bank and the terms of re- 
payment of loans which are arranged to suit individual cases are 
then decided upon. Periodic visits to the customers’ plant are 
regularly made so that personal contact, as through the Liaison 
Department of the British I. C. F. C., may be maintained and 
any problem that may have arisen in the course of the operations 
may be usefully discussed. Thus through this continuous contact, 
the I. D. B. has been able to assist a number of its customers in 
financial, engineering, accounting and insurance matters.’ 

* During the first three years of the Bank's operations 
(1945-47), it received 485, 377 and 387 applications respectively, 
of which 97, 169 and 177 were authorised. 
| The Bank has lent its assistance to various categories of 
industrial enterprises. The following lists represent a good cross 
section of the varied types of industrial activity in Canada. 

Loans, Investments and Guarantees classified by Industrial 
Enterprises, September 30, 1946 and 1947 * :— 


+ 
> 

š 
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Authorised Ontstanding 

- Amount % Amount %, 

z 1M6 147 1946 1947 

1, Food and Beverages * a 14.1 12.1 16.0 11.7 

-~ & Primary Textiles * See i 3.4 7.5 3.6 
j %. Finished Textile Products ... DA BÓ 5.6 5.0 6.9 
4. Pulp and Paper Products one aa 3 17.5 1.9 16.3 


September, 


1 Annual Report of the Industrial Development Bank, Canada, 30th 
1w46. 


for the fiacal venr 


2 Annual Reports of the ID. B. to the Minister of Finance 
15-47. a 





Amount % 

> 1946 1947 

6. Primary Lumber Products... — 41 mas 42 
6. Furniture and Woodenware ... R 7.3 6.0 9.2 
7. Agricultura) and Industrial Machinery ... 9.7 6.5 7.0 8.6 
8. Automotive Equipment nea — (Gua 2.1 3.9 2.7 
Y. Miscellaneous Metal Producta <. 14.1 7.2 18.7 9.4" 
10. Builder's Supplies ose — 4.0 12.2 5.4 
1i. Ceramics, Glass and Plastic Producta ... 2.8 1.0 3.2 4 
12. -C ital Products — — oe 14.9 3.5 4.5 
13. Mefrigeration ee “ae ey 6.5 7.4 7.1 
14. Others — * res, Fe * 7.8 6.8 10.0 

The number and amount of authorized credits classified 
by size :— f 
Net Number Net Amount Authorised 

1946 1947 1046 1947 ™ 

$ 5,000 and under — ae 33 ~ 4 47 $ 103,980 
$ 5,001 to 8 25,000 — 140 $ 1,097,659 “s°T869,749 
S$ 25,001 to 8 50,000 —— oe 58 $ 1,456,251 $ 2,052,539 
è 50,001 to $ 100,000 ise: FOR 53 $ 2,199,929 $ 3,883,744 
$ 100,001 to 8 200,000 iso aan 25 è 3,008 486 $ 3,521,575 
Over $ 200,000 TA 5 13 & 1,450,000 $ 8,926,500 

Toran 205 322 $ 0,396,673 $19,758,087 


It will be seen that the largest number of authorized credits 
has been in the $5,001—$25,000 category.. 

As in the case of the British institutions, the Canadian 
I. D. B. has operated under conditions of general shortages of 
labour, equipment and materials. Most industrial enterprises 
under these circumstances could not carry out their reconversion 
or post-war expansion programmes. Even under such conditions 
the Bank has served a useful purpose and gathered valuable 
experience which will stand it in good stead when it is called 
upon to function on a larger scale. The volume of business has 
been, steadily increasing in more recent years. From the 
character and diverse nature of the applications received by the 
Bank, Mr. Towers, its President, believes that there is not only 
a need for such an institution in Canada but that it is also likely 
to operate on a self-supporting basis.” In the coming years 
there will be many special problems of industrial finance of the 
kind that the Bank has been designed to tackle and the evidence 
indicates that it will contihue to provide a useful service.” 


1 Annual Report of the I. D. B. for the fiscal year 1946, p. 11, 
* Ibid., p. 16. > 
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Industrial Finance Department of the Commonwealth 
Bank of Australia : E 


Like the Macmillan Committee in England, the Royal 
Commission on Australian Monetary and Banking Systems 
stressed the difficulties of small industrial concerns in obtaining 
their requirements of long-term capital. The Commission had 
particularly in mind the cases of borrowers of limited means in 
secondary industries which were capable of expansion an 
deserving of encouragement in the public interest. Bank advances 
are not easily available for any purpose of this kind and are also 
unsuitable in most cases. The expansion of such industries by 
ploughing back profits into the business is out of the question for 
in the initial stages such profits are not likely to be sufficient for 
the purpose. The requirements of the borrowers are not large 
enough to justify a public issue of shares and in most cases a 
public issue, if made, would be unsuccessful. In the circum- 
stances the Commission recognised the need of establishing a 
suitable machinery which would provide fixed and long-term loan 
facilities ranging from a period of three to ten years at appropriate 
rates of interest.’ Such facilities, the Commission believed, 
could be furnished by a new Institution specially established for 
the purpose or by the adaptation of an already existing institution. 
Such an institution should have at its command the services of 
technical advisers, first, to examine the prospects of the business 
seeking financial assistance and secondly, to advise the proprietors, 
if the aid was furnished, on such matters as factory lay-out, 
methods of manufacturing, costing and marketing. As the 
industries envisaged by the Commission were those which would 
be aided asa matter of national or local policy, the Commonwealth 
or the State Government was considered by them to be the 
appropriate body to set up the necessary machinery. Accordingly 
the Commission recommended that with the assistance of the. 
Commonwealth Bank, the Governments should ‘investigate the 
problem of establishing such a machinery to cater for the financial 
needs of the small concerns in secondary industries.* 

No new institution was, however, established. To give 
effect to this recommendation of the Commission, an Industrial 
Finance Department was created within the Commonwealth 






1 Repòrt of the Royal Commission on Monetary and Banking Systems in 
Australia, 1937, p. 222. 
a Ibid., p- 526. . 
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Bank of Augtralia on 2nd January, 1946 under the provisions 
(Part X) of the Commonwealth Bank Act, 1945.. The accounts 
and transactions of the Industrial Finance Department have 
been kept separate and distinct from those of the other 
departments of the Commonwealth Bank. 

As a special machinery for providing long-term industrial 
finance, the Australian experiment is unique and offers a 
remarkable contrast to the institutions we have studied before. 
While the Bank of England participated partially in the share 
capital of the I. C. F. C. and the F. C. I. and the Bank of 
Canada entirely owned the Industrial Development Bank, which 
was in fact its Subsidiary, the Central Bank of Australia opened 
a special Department of its own to perform the same functions. 
Tt is an interesting innovation in the domain of industrial bank- 
ing and the progress of the experiment will be carefully watched 
not only within Australia but also outside it. There is no other 
Central Bank which has taken a more direct part in the provision 
of industrial finance. 

The Industrial Finance Department has been placed under a 

General Manager who, under the Act, is appointed by the 
Governor-General and will hold office for a period not exceeding 
seven years but will be eligible for re-appointment." „As the 
Department is an integral part of the Commonwealth Bank, the 
Governor of the Bank will be ultimately responsible for its opera- 
tions. Subject to this, management has been vested in the 
General Manager. The General Manager is envisaged as *“ a man 
thoroughly equipped with a knowledge of industry and finance, 
capable of developing a specialised technique of industrial 
banking.” 
Tt has been laid down in the Act that the capital of the I. F. D. 
will be £4 million, tratisferred from the special reserve account 
„of the Note Issue Department and of the sum of another £2 million 
transferred frdém the general resources of the Commonwealth 
Rank.? The IT. F. D. was established with an initial capital of 
£2 million, half of which was transferred from the Note Issue 
Department and half from other funds of the Bank. 

The capital funds may be supplemented by advances from 
two sources. The Treasurer may make advances to the Bank for 


1 Ser. 95 (1). The Commie nwealth Rank Act, 1945. 
2? J. & G. Wilson in the Eastern Peonomist, 2th November, 1946. 
* Ree, 97. The Commonwealth Bank Act, 1945, 
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the purposes of the I. F. D. of such amounts and subject to such 
terns as may be agreed upon between himself and “the Bank. 
He may aliso borrow money, under the Commonwealth Inscribed 
Stock Act, 1911-43, for the purpose of relending the proceeds to 
the I. F. D. The Commonwealth Bank has to pay to the 
Treasury half-yearly, out of the funds of the I. F. D., interest on 
such advances.’ 

The I. F. D. may also obtain advances direct from the Bank 
of such amount and subject to such terms and conditions as may 
be determined by the Governor, but the total amount of such 
advances not repaid shall not at any time exceed £1 million. The 
Commonwealth Savings Bank may also make advances to the 
Bank for use in the I. F. D., the amount and the terms to be 
determined by the Governor.* 


Functions of the Industrial Finance Depariment : 


The functions of the Industrial Finance Department were 
outlined in Sec. 95 of the Commonwealth Bank Act, 1945 as 
iollows : | 

(1) To provide finance for the establishment sind develop- 
ment of ‘' industrial '’ undertakings; and particularly small 
undertakings ; 

(2) To assist in the establishment and development of 
'" industrial undertakings *’ ; and 

(8) To provide advice on the operations of industrial 
undertakings with a view to promoting the efficient organisation 
and conduct thereof.’ 

The Commonwealth Bank may further provide financial 
assistance through the Industrial Finance Department either by 
way of a loan or by direct investment in- an undertaking (by 
purchasing,- or otherwise acquiring shares and securities).* 

Since the inception of the Department, its principal funcġion e 
has been the provision of assistance for the development an 
expansion of industrial undertakings, particularly where small 


undertakings * are concerned, for which financial accommodation 
t Sec, 98, Ibid. * 
a Sec. 09. The Commonwealth Bank Act, 1945. 
2 Bec. 95. ' = 
4 eo. 96. ° 
* In announcing tho establishment of the I. F. D. the Governor of the 
Commonwealth Bank had, however, spoken of both large and small industrial 


undertakings, ~ 








July, 1948. 
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is not ordinarily available through banking or other channels.’ 


‘The term ‘‘ industrial ™ covers a large field and the financing of 


any type of business is considered.* 


Financial Methods : 


Financial assistance provided by the Department is made 
available in one or more of the, following forms, as best suited 
to the needs of the particular case""(1) overdraft, (2) fixed loan 
(mortgage or debenture), (3) hire-purchase finance, (4) subserip- 
tion of capital to a company, (5) under-writing the issue of shares 
by a company or sharing in an undertaking, and (6) by such 
other means as may be appropriate to the particular case. 
Accommodation is made available by means of an ordinary over- 
draft advance at the current rate of interest on the day to day 
balance of the account, the rate of interest being the Bank’s 
general overdraft rate of 44% per annum. A fixed loan, usually 
for the erection of buildings on freehold property, is arranged 
whereby regular fixed repayments are made covering both prin- 
cipal and interest throughout the period of the loan.* The usual 
method of financing the acquisition of industrial equipment such 
as machinery, tractors, buses, trucks, etc. is through hire purchase 
agreements. As a general rule, the maximum terms om which 
the I. F. D. considers providing such type of finance is 80% of 
the net cash price of industrial plant (i.e., cost price minus 
usual discounts) at a flat rate of 4% per annum, repayable in 
twentyfour equal monthly instalments. —* 

As finance is necessary for both production and distribution, 
the Department often judiciously combines.overdraft and hire- 
purchase accommodation to finance successively the manufac- 
turer, the distributor, the retailer and the individual buyer. 
Thus finance from one single source lubricates every link in the 
long chain from the producer to the ultimate consumer and faci- | 

litates smoothness of operations between the various interests.‘ 

It has been recognised that the activities of the Industrial 
Finance Department are of a specialised nature and the standards 
usually associated with bank loans will be inapplicable to loans 

— ' — of the Commonwealth Bank of Australia for the year ending 3th June, 

E —— from Ma Armatrong, „General Manager, I. F. D., dated 5th 

Source: Letter from Mr. Armstrong, General Manager, Commonwealth Bank 


of Avstralia, Industrial Finance Department, dated Sydney, 5th July, 10948. 
4 Report of the Commonwealth Bark of Australia, 30th June, 1046. 
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furnished by it. Inability to provide full security ,based on 
normal banking standards will not necessarily exclude an under- 
taking from the purview of the Department. If the Department 
is satisfied that with some measure of assistance the undertaking 
has every prospect of success, it will not hesitate to extend its 
aid. The Department has no rigid formula and handles each 
proposal on its merits. Proposals which are economically 
desirable and commercially justifiable are entertained. But as a 
general rule, as in the case of the British and Canadian 
Institutions, the Department insists upon the proprietors having 
a reasonable equity in the undertaking. Subject to this condition 
and provided the proprietors’ character, capacity and prospects 
prove to be satisfactory, every possibility is explored to shape 
the proposals in such a form that financial assistance can be 
rendered." The Department has on its staff not only persons 
“ adequately experienced in the financing, organisation and 
conduct of industrial undertakings “' but also production 
engineers, and qualified cost accountants whose expert advice is 
made available free of cost to borrowers.” The Department also 
consults from time to time industrial experts, particularly with 
regard to istrian requiring specialised knowledge, and in 
respect of technical matters has already utilised to a great extent 
the services of the — Industries Commission in the Post- 
War Reconstruction Department. 


” — 
Business Operations : > 


The flow of applications for financial assistance has continued 
to increase and in the opinion of the authorities, the establish- 
ment of the Department has been amply justified by events.* 

_Since.the inception of the Department down to 31st March, 1948, 
_it has approved 13182 applications covering advances totalling 
_. £10,922.482 and borrowers have availed of £7,059,641. The . 
= whole of the initial capital granted to the Department has been.“ 
made available and the borrowing provisions have also been 
utilised to provide this finance to industry.‘ 


ry. & CG. Wilson, University of Canberra, The Eastern Economist, 2 by 
November, 1146, 

2 Letter from Mr. —— General Manager, Industrial Finance Department, 
dated Sth July, 1948, 

© §& Report and Balance Sheets, Commonwealth Bank of Austeslia and Common 

wealth Savings Bank of Australia as at 30th June, 1946, pp. 11-12 and 20th June, 1947, 
p: 18. | 

4 Letter from Mr. Armstrong, Genara! Manager of the Industris] Finance 
Department, op. cit. 








CHAPTER XIV 


THE INDUSTRIAL FINANCE CORPORATION OF INDIA b 


Towards the end of the “Second World War, once again, 
attention came to be focussed on the problem of industriab 
finance in India. The problem indeed assumed not only a 
peculiar importance but also an altogether new aspect. Re- 
conversion of industry from a war-time to a peace-time basis, 
re-equipment of industries by effecting replacements and arrears 
in plant repairs, modernisation, extension and reorganisation of 
whole industries, planned development of industries to assist in 
the attainment of a high level of stable employment—all these 
factors tended to bring to the foreground the question of 
establishing a special Institution for the adequate provision of 
financial facilities. ~ After the inauguration of the Independent 
Dominion of India, the question came to acquire a new signi- 
ficance and urgency. In their statement on” Industrial Policy 
issued by the Government of India on April 21, 1945 with 
reference to their plans for the future industrial develepment of 
the country, it had been revealed that the qtestion of promoting 
an Industrial Imvéstment Corporation or some such institution 
was under careful examination. The decision was subsequently 
reached in the General Purposes Committee appointed by the 
Planning and Development Department that the subject should 
be examined by the Finance Ministry in consultation with the 
Reserve Bank of- India. In implementing the decision’ ‘the 
Reserve Bank of India framed a Bill for establishing an Indus- 
trial Finance “Corporation to provide medium and long-term 
‘credit to industrial undertakings in India where recourse to com= 
mercial banks and capital issue channels was considered inappro- 
priate. As we have seen before, similar consideration for 
financing post-war industrial reconstruction had already impelled 
a number of countries to establish such special financial 
machineries. The post-war developments in the field of indus- 
trial finance made a profound appeal to the framers of the legis- 
lation and the Indian Institution Was sought to be modelled on 
similar lines. It will be interesting to examine the structure, 
organisation and functions-»of the Indian [Institution in 


— 
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the context of these other post-war experiments in industrial 

banking. The review of the activities of the foreign institutions — 
t has been made before will also help us to draw lessons, if 

any, in- respect of policies and financial methods to be adopted 

by our Institution. 

The Bill for the establishment of the I. F. C. was intended 
to be introduced inthe Legislative Assembly by Sir Archibald 
Rowlands in the Budget Session of 1946 but it could not be done 
on account of the heavy legislative programme. It was brought 
in during the autumn session of the same year but could not be 
proceeded with owing to the pressure of legislative business as 
well as the impending constitutional changes. The Bill, “ an 
orphaned and abandoned child,’’ was subsequently adopted by 
the Hon. Sri” R. K. Shanmukham Chetty, Finance Minister of 
Free India, but not before it had been ‘* suitably treated *’ and 
‘* reformed.™™ . 7 

The Act establishing the Industrial Finance Corporation of 
India received the assent of the Governor-General on 27th 
March, 1948. The Corporation has been established ** for the 
purpose of making medium ‘and long-term credits more readily 
available to industrial concerns in India, particularly in circum- 
stances where normal banking accommodation is inappropriate 
or recourse to capital issue , methods is unpracticable.’’* An 
‘* industrial’ concern ™* under the Act has been defined to mean 
any public limited Company or co-operative society incorporated 
by an Act ofsthe Legislature and registered in India and 
engaged in the manufacture or processing of goods or in mining 
or in the generation or distribution of electricity or any other 
form of power. A recent amendment of the original Act widened 
the sedpe of the Corporation by providing that * Shipping Compa- 
` nies ’’ will be eligible for grant of financial assistance by the Cor- 
porations The Law of its Canadian prototype, the Industrial 
` Development Bank of Canada, has expressly provided for * asais~ * 
tance for the building of ships’. But it cannot lend to trades or 
services. The British T- C. F. C., however, renders assistance 
to the shipping and other transport services. 


= T 
t The Foon. Shri R. K. Shanomukham Chetty Speaking on the motion to refer 
the Industrial Finance Corporation Bill to a Select Committee Legislative Astembly 
Debates, Vol. J, No. 5, Nat November, 1947. 
2 Preamble to the Industrial Finance Corporation Act. 1948, 
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Now the question is—does this amendment authorise the 
Corporation to provide financial assistance for the building of ships 
or assistance to shipping services only? Sri Shanmukham Chetty 
had definitely stated in the Central Legislature that the Indian 
Corporation like the British I. C. F. C. should not be allowed to 
extend its facilities to a shipping company running a service.’ 
The point requires clarification. If it is entitled to render its 
aid to shipping services, why should not its scope be further broa- 
dened by authorising it to assist other transport services—alr 
transport, electric train services, underground railway services 
etc. ? 


Capital Structure : 


The authorised capital of the Corporation has been fixed at 

< Rs. 10 crores, divided into 20,000 fully paid up shares of 
Rs. 5,000 each. In the first instance, 10,000 shares of the total 
value of Rs. 5 crores are being issued and the remainder will 
be issued from time to time with the sanction of the Central 
Government as and when the Corporation will’ consider it 
necessary. In the original Bill of 1946, the share capital of 
the Corporation was fixed ate Rs. 5 crores divided into 2,000 
shares of Rs. 25,000 each which was to be fully paid up. The 
Select Committee raised the capital to the present figure of 
Rs. 10 crores and reduced the face value of the shares. The 
increase in the capital is calculated to raise the lending capacity 
of the Corporation while’the reduction in the face value of the 
shares has made them less unwieldy and more easily marketable. 
Of the capital issued in the first instance the Central Govern- 
"ment and the Reserve Bank are each subscribing for 2,000 
shares ; scheduled banks will subscribe for 2,500 shares : insurance 
companies, u?tvestment trusts and other similar financial institu- 
tions for 2,500 shares; and co-operative banks for 1000 shares. 
The capital structure of the Indian Corporation is to be distin- 
guished from that of the British F. C. I. and T. C. F. C. as well 
as of the Canadian I. D. B. in the sense that it is not wholly 
owned by the Central Bank like the latter nor independent of 
state-ownership and control like the former. The Central Bank, 


* 


1 Legislative Assembly Debates, Ith February, 1948, 
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as in these cases, has no doubt an interest in the share capital 
of the Indian Corporation-but the State in addition is a part 
shareholder. If the British institutions had been conceived and 
started under the auspices of the Labour Government, it is 
difficult to say whether their capital structure would not have 
assumed a different complexion. As it is, with the nationalisa- 
tion of the Bank sof England, the State may be said to have 
acquired an interest in the sharë capital of the two British 
Corporations. The Indian Institution under the Act will be 
owned by the Central Government and the Reserve Bank, con- 
sortiums of scheduled banks, investment trusts and insurance 
companies and co-operative banks in the proportions of 40, 50 
and 10 per cent. respectively. It should also be noticed that the 
framers of the Bill establishing the Indian Industrial Finance 
Corporation were very much influenced by the British precedents. 
But they have not chosen to model the Indian Institution exclu- 
sively on one of them. Thus in the capital structure features 
have been borrowed partly from the F. C. I. and partly from the 
I. C. F. C. In respect of shareholdings by joint stock banks the 
Indian Institution follows the I. C. F. C. but it resembles the 
F. C. I. in that institutional investors like insurance companies 
have been included as shareholders. 

It has been laid down that no institution shall be allotted 
more than 10% of the shares reserved for the class of institutions 
to which it belongs. “If any of the shares remain unallotted, they 
shall be subscribed for by the Reserve Bank and the Central 
Government in such proportions as may be agreed on between 
them. The sharés acquired by the *Reserve Bank and the 
Central Government in this manner may be disposed of to 
scheduled banks, insurance companies, investment trusts or co- 
operative banks to which the shares of the Corporation are trans- | 
ferable in accordance with regulations... The shares of the / 
Corporation, it should be mentioned, are nob transferzble . 
except to the Reserve Bank, the Central Government, any 
scheduled bank, any insurance company, any investment trust 
or any other like financial institution, or any co-operative bank. 

The capital structure of the I. F. C. has been the subject of 
comment and unfavourable criticism from many quarters. In 
Indian Parliament there was much heated discussien over the 
question whether the Corporation should be a wholly state- 


1 Sec. 4 (H—(7). The Industrial Finayce Corporation Art THE 
523—1789 B. 
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‘owned instjtution. Recent experiments in this sphere have 


nowhere contemplated complete state ownership. The F. C. I. 
and the I. C. F. C. have supplied the main inspiration for the 
formation of the Indian I. F. C. but the Socialist Government 
in Britain did not subject them to state-ownership. In 
every case, however, the close co-operation with the central and 
commercial banks has been unequivocally stressed. The central 
bank has its finger on the economic pulse of the country and 
commercial banks having intimate and continuous relations 
with their customers are the pest references for their solvency 
and creditworthiness. We are not suggesting for a moment, 
however, that we are not in favour of the state-owned institution. 
Special institutions for financing industries have invariably been 
started under the auspices of the State and in many instances in 
the past the State had subscribed either wholly or in part to their 
capital. Among the industrial mortgage banks started in the 
nineteen twenties, the Saxon Mortgage Bank. was wholly owned 
by the State while the National Hungarian Industrial Mortgage 
Institute was partly so owned. The Reserve Bank of India has 
already been, nationalised and if the Imperial Bank of India is also 
nationalised in the future, the Government is expécted to own 
more than 519% of the share capital of the I. F. C. It has been 
further provided that the Central Government may acquire the 
shares held by shareholders other than itself and the Réserve Bank, 
if it so decides at any time, by paying an amount equal to the paid 
up value of the shares together with a premium calculated at the 
rate of 19% of the paid up value for every year from the date of 
issue to the date of acquisition, subject to a maximum of 10%." 
For all practical purposes the Corporation is a state-owned and 
state-controlled Institution and is remarkable in that while retain- 
ing stateownership, it appears to be an admirable technical device 


_ for facilitating the employment of the resources not only of the 


— — 


‘Insurance and trust companies but also of the large banks in the 
medium and long-term financing of industry without any risk to 
the depositors. n : 

The capital structure ef the Corporation hag been criticised 
in some quarters as affording no opportunity to private indivi- 
duals to become its shareholders.* But individual shareholders 
are not ne¢essary for this type of institution. Neither in the 


1 Bee, 96. The Industrial Finance Corporation Act, 194A, | 
3 Art by D, R, Samant in The*Commerce, 15th February, 1947, p. 298. 
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British nor in the Canadian experiment, there is any provision 
for allotting shares to private individuals. It has beer contended 
that the distribution of the Corporation's shares on the widest 
possible basis and reduction of the denomination of the shares 
coupled with the limitation of individual shareholdings would 
have made the Finance Corporation a truly public institution and 
free from the risk of being exploited by a particular group or 
section for its own interests. But similar provisions did not 
prevent in the case of the Reserve Bank of India the concentra- 
tion of shares in the hands of a small number of persons and that 
in a particular province. It was well on its way to lose its 
status of a public institution." The aim of the . legislation 
establishing the Corporation has been to restrict deliberately the 
shareholdings to institutional investors as against individual 
investors. The constitution has been framed in such a manner 
' that the Corporation will not become the monppolistic concern 


of any group of individuals. Effective control over the Institu- 


tion has been sought to be secured in various ways, by the 
composition of the Board and by providing that the Government 
can issue directions to the Board on questions of licy about 
which it shall be the sole judge. The device of restricting the 
shareholdings to some special categories of investors will enable 
the State to bring to its service under its control the experience 
gained by private captains of industry.* 

The adequacy of the capital structure in the context of the 
need for a large-scale and rapid industrial development of the 
country has also been questioned. It has been argued that even 
with the use ofits borrowing powefs, the resources of the 
Corporation will be very meagre and totally inadequate | for 
securing the rapid industrialisation of the country. “It will 
have a paltry amount of Rs. 50 crores where hundreds of crores 
are required.” But this attitude entirely misconceives the 
functions of the Corporation. It is never intended thate the 
Corporation will pour out its funds for every category of industry 
or for every type of its needs. The State will be responsible for 
financing a considerable amoung of industrialisation. The 
Corporation is designed to assist certain categories of industry 
only when they are unable to raise additional capital in the open 
market, capital which is vital for their expansion, modernisation 

3 See the present writer's Recent Banking Derelopments. pp. 60-61. 


2 The Hon, R. K. Shanmukham Chetty, Legislaties Assembly Debates, Vol, T, 
No, 5, Ist SSovember, 1947 and Vol. I, No. ™, 10th February, 1948. 
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or reorganisation. Normally all the requirements of capital are 
expected to be raised from the market and those of current 
finance from the commercial banks. A centralised Corporation 


of the type of the I. F. C., commanding 40 or 50 crores of 


rupees as its resources, can well finance industries which have 
got a capital of Rs. 700 or Rs. 800 crores.’ It may also be pointed 
out that the Corporation can augment its resources by raising loans 
in foreign currency. The original Act has just been amended so 
as to enable the Central Government to guarantee foreign loans 
which the Corporation may-»seek to raise, like those from the 
International Bank for Reconstruction and Development. Nego- 
tiations for_a loan of 8 million dollars from the International Bank 
have also been. completed. 


Gorern ment Guarantee : 


It has been provided that the shares of the Corporation will 
be guaranteed by the Central Government as to both repayment» 
of principal and payment of the annual dividend at such minimum 
rate as may be fixed by the Government by notifications in the 
Gazette at the time of issuing the shares.” In the same manner 
the bonds and debentures of the Corporation will be guaranteed 
by the Central Government in respect of the repayment of 
principal and payment of interest at such rate as may be fixed 
by the Central Government on the recommendation of the Board 
at the time of the issue of those bonds and debentures. The 
Central Banking Enquiry Committee had recommended a 
guarantee of interest on the bonds to be issued by the future 
Finance Corporation but @t was a limited guarantee in that the 
guarantee was to be applicable to the first issue of the bonds or 
to ù certain period of the currency of the bond issue. Such a 
limited guarantee has various drawbacks and the Government 
has been well advised not to limit the guarantee in this manner. 
* These bonds and debentures may be issued and sold by the 
Corporation for the purpose of raising its working capital. But 
the total amount of bonds and debentures issued and outstanding 
and of the contingent liabilities of the Corporation in the form of 
guarantees piven by it or “underwri ting agreements should not 
at any time exceed five times the amount of the paid-up share 
capital and reserve fund of the Corporation.’ In the case of almost 


' The Hon. Shri R. K. Shanmukham Chetty, Legislative Assembly Debates. 
2 See. 5, The Industrial Finance Corporation Act, 1948. $ : 
3 Sec. 21 c). 
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every kind of financial institution which is empoweyed to issue 
bonds, limitations have invariably been placed upon the bond issues. .« 
The underlying idea in providing for such limitations is the pre- 
vention of excessive issue of bonds and the guarantee of the security 
of the bond holder. In the case of commercial banks the risks ot 
depositors are likely to increase fast with every diminution in the 
ratio between capital and deposits. in the case of such=institu- 
tions with every increase in the proportion of bonds issued to 
capital, the element of safety will grow smaller. But it does not 
follow that the ratio has to be fixed at much too low a figure. 
That would stand in the way of the Institution obtaining sufficient 
funds to fulfil its functions. - The Central Banking Enquiry Com- 
mittee guided entirely by the opinion of Dr. Jeidels, one of the 
‘* Foreign Experts '’ who were assisting the deliberations of the 
Committee, had recommended the adoption of the ratio of 2:1. 
* In this respect the attitude of the Banking Committee was un- 
- “neeessarily conservative. A higher proportion would not only be 
not unsound but even necessary. It has often been suggested by 
us that the bond issues should be limited to five times the amount 
of share capital plus reserves: It is very satisfactory to note that 
the suggestion has been adopted by the Government. 


Deposits as a Source of Funds : 


Besides share capital and bond issues, the Corporation will 
have another source of funds. It has been empowered to accept 
deposits from the public repayable after the expiry of a period 
which shall not be less than five years ffom the date of the making 

_ of the deposit. But the total amount of such deposits has been 
limited to Rs. 10 crores at any time." In this respect the framers 
of the Act appear to have been influenced by the views of the 
Indian Central Banking Enquiry Committee who favoured the 
idea of the Provincial Corporations proposed by them receiving” 
long-term deposits. This is no doubt an encroachment on the 
domains of commercial banking and as such, mortgage institutes, 
whether industrial or otherwise, haye generally been prohibited 
from receiving deposits. The British F. C. I. which has supplied 
the model for the Indian Corporation does not accept any deposits 
from the public. The Japanese Industrial Bank recaived deposits 
on current, fixed and savings accounts but it was a mixed institu- 


1 Sec. 22. The Industrial Finance Carporation Act, 1918. 








* 


INDUSTRIAL FINANCE IN INDIA 


tion. It will be recalled that some industrial financing institu- 


_ tions started in the post-depression period were empowered to 


accept deposits. The Indian Institution, as we shall presently see, 
is not a pure industrial mortgage bank; and as the deposits are 
pretty long-term, and there has also been placed an upper limit 
on the amount, competition is not likely to be very keen with 
the existing commercial banks. As such, the provision will enable 
the Corporation to augment its resources to a considerable extent. 


. 
A 


Scope of the Corporation : 

The object of the Act establishing the Corporation has a 
restricted scope. It is not intended to meet the financial require- 
ments of basic and nationalised industries but only to provide 
finance for the needs of private industry." ** The object is to 
set up a Corporation for the purpose of financing large-scale 


“industries in our country.” Basic industries have thus been 


excluded from its purview and in this respect it constitutes an 
important departure from the line of business of the British F.C.I. 


It will be recalled that the basic industries were expected to 


become its best customers. The steel industry had actually 
utilised its facilities. It is owing to the process of nationalisation 
that its business acthally came from other sources. The exclusion 
of nationalised industries from its purview is understandable. 
But we do not find any reason why basic industries should not 
be allowed to obtain the facilities of the Corporation at the 
present moment when they are not yet nationalised. Many 
writers have failed to grasp the limited scope of the Corporation 
in this respect and have made irrelevant suggestions that the 
Corporation should assign the highest priority to basic industries.’ 
Basic industries are simply not included within its scope. As 


regards private industry again, the Corporation will be interested 


«only in public. limited companies and co-operative societies 
incorporated by an Act of the Legislature. Neither the Canadian 
Industrial Development Bank nor the British I. C. F. C. has 
excluded partnerships or private limited cbmpanies. In fact the 
British I. C. F. C. is particularly interested in private limited 
companies though its assistance is not confined to them alone. 


i The Hon. Sbri R. K. Bhanmukham Chetty, Le 


* islativee A b k 
20th November, 1947, p. 334. on ssembly Debates 
2 Ibid. 
-3 Article by Mr. N. A. Sarma in ho Commerce, 6th December, 1947, p. 1018. ° 5 
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Partnerships and private limited companies have been excluded 
possibly because the Corporation will finance chiefly’ large-scale 
undertakings but these types of industrial concerns are likely to 
need most the assistance of the Corporation. The Hon. Finance 
Minister expressed his concern for the financial needs of small- 
scale industries and promised to persuade the provinces to set up 
industrial finance corporations for small industries. But he had 
not a word for medium-sized industry. The financial problems 
of medium-sized industry in India are as acute as those of the 
smaller sized industry. In their anxiety to ensure that the 
Corporation should encourage industrial ventures to be started 
by public corporations, the sponsors of the legislation have 
ignored entirely the potentialities of partnerships. and private 
limited companies in a scheme of industrialisation of the 
country. 


a*t 


Business transactions -< 


> 


The Corporation has been authorised to carry on and 
transact the following kinds of business * :— . 
(1) Guaranteeing, on ‘such terms and conditions as may be 
> agreed upon, loans raised by industrial concerns which— 
(a) are repayable within a period not exceeding 25 
years ; | 
(b) are floated in the public market ; 

(2) Underwriting the issue of stock, shares, bonds or 
debentures by industrial concerns ; 

(à) receiving in consideration of the services mentioned in 
(1) and (2) above such commission as may be agreed 
upon ; 

(4) retaining as part of its assets any stock, shares, bonds 
or debentures which it may have fo take up in fulfil- 
ment of its underwriting liabilities, so that it disposes 
of the stock, shares, bonds or debentures so acquired 
as early as practicable and in any case within a period 
of seven years from the date of such acquisition ; 

(5) granting loans or advances to, or subscribing to 
debentures, of industrial concerns, repayable within a 
period not exceeding 25 years from the date on which 
these are granted or subscribed to, as the case may be. 


#“ ` Ber, 23. — 9 
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No accommodation, however, shall be given under (1) and 
(5) above enless. it is secured by a sufficient pledge, mortgage, 
~ = hypothecation or assignment of Government or other securities, 
stocks, shares, or secured debentures, bullion, movable or 
immovable property or other tangible assets in the manner pres- 
“eribed by regulations. £ 
* The Corporation, further, shall not enter into any arrange- 
ment under (1) and (5) above with a single industrial concern 
-for an amount equivalent in the aggregate to more than 10% of 
= the paid-up share capital of the Corporation but in no ease exceed- 
ing Rs. 50 lakhs.* The underlying object of putting such a 
limit on. the accommodation that the Corporation may provide is 
to ensure diversification of the risks of investment. But this 
section has been amended recently so as to raise the limit of the 
amount which the Corporation can lend to a single concern from 
Rs. 50 lakhs to Rs. 1 crore, on the ground that the present limit 
has been- found to be inadequate. The existing correlationship 
between the paid up capital of the Corporation and the maximum 
permissible loan to a single concern has also been done away with. 
But from the point of view of sound priheiples of industrial 
financing some such correlationship should have been retained. 
The wisdom of raising the limit from Rs. 50 lakhs to Rs. 1 crore 
is also to be doubted. The Corporation will not be able to diver- 
sify its risks of investments in a manner it should do. 


* 


Ta. 


Prohibited Business : 


The Corporation has, however, been prohibited from (1) 
accepting deposits except as provided under the Act and (2) 
subscribing directly to the shares or stock of any company having 
limited liability." 

Although such prohibition does not affect the. right of the 
_Corporation to acquire any shares, bonds or debentures of a 
company having limited liability in fulfilment of any under- 

à writing agreement entered into by the Corporation, yet it is 
ealewtated not only to restrict considerably the scope and service- 
- Ability of the Corporation but also to prevent it from pursuing 

-~ sound methods of finance. 


v 
u v = 


§ Bee, 2. The Industrial Finance Corporation Art, 1948, 
2 Ree. 26. 
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Financial Methods Suggested : 
e 


* 
From the above outline of business permitted to the 
Corporation, it is clear that the Corporation has been authorised 


to combine mortgage lending with the business of underwriting. _ 


It will be an issue house, underwriting the issue of shares and 


> 


debentures of limited liability companies as well as a lending 


institution, guaranteeing and granting Tiened long-term loans. It 


has not been patterned after the industrial mortgage banks that — 
were established in the nineteen twenties but has beer closely- 


modelled on the lines of the recently established British and 
Canadian financial machineries. But though so modelled, it has 
made important departures in respect ofthe forms in which its 
assistance will be furnished and in respect of the financial 
methods that will be pursued. Whereas the British F: C. I. and 


we 


I. C. F. C., the Canadian I. D: B. and even. the Industrial ~s - 


Finance Department of the Commonwealth Bank» of Australia 
have been empowered to purchase and hold shares issued by the 
borrowing concerns, the Indian counterpart has been entirely 
debarred from this type of business. The business of mortgage 
lending has been mixed up with underwriting but the holding 
business has been entirely prohibited. 

The financial facilities to be provided by the I. F. C. 
cannot, therefore, assume the same varied forms as those of the 
British I. C. F. C. and F. C. I. It will be recalled that besides 
debentures, secured and unsecured loans, assistance has been 
furnished by thesé two institutions in the form of preference 
shares, redeemable, non-redeemable and participating, and even 
ordinary shares, thereby adapting the methods of finance to the 
needs and mierits of each particular case. As the Indian Insti- 
tution has n constituted, financial assistance provided by it 
cannot be ilored to the requirements of each particular 
industrial customer. Where an industrial undertaking requires" 
permanent capital for its reconstruction and expansion, the 
appropriate method of finance for the I..F. C. would be the 
taking up of non-redeemable preference shares accompanied 
perhaps by a proportion of ordinary shares. Again, when the 
undertaking needs several years for its development and the pro- 
prietors are unable to repay the advance during the developmental 
stage and expect to do so out of profits in 10 or 15 years, 
the method of financing through redeemable preference shares 
with or without cumulative dividends would be proper. If the 
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risk in financing is considerable, participating preference shares 


may be chôsen. For intermediate cases, a combined arrange- 
ment would be suitable. In certain cases the I. F. C. may 
attach to the security received for its loans conversion rights into 


preference and/or ordinary shares. Such a method would pave 
the way for the liquidation of the loan without making the Cor- 


poration a permanent investor. But under its constitution, the 


I. F. G. will be debarred from pursuing such sound methods of 
finance. 7 ) | 
The general ban on the purchase and holding of shares will 
be prejudicial to the interests of the industrial customers of the 
Corporation from another standpoint.- When a loan as granted 
by the I. F. C. to a Company, it will be secured by a pledge or 
mortgage of its assets. The Company will certainly require 
additional working’capital to finance the increased turn-over. It 


-will have to seek such capital from its banker. If the Corpora- 


* 


> 


* è 
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— Art. by D, R. Samant entitled “ Proposed Industrial Finance Corporation *” 


tion, however; has already œ prior charge over its fixed as well 


as floating assets, the company will be unable to furnish the 
necessary security to the banker without which the accommoda- 
tion will not be provided. The appropriate arrangement in such 
cases would he for the I. F. C. to provide its assistance partly 
on mortgage on the fixed assets, leaving the floating assets free 
and partly in preference shares. There may arise many cases 
when it will not be desirable to saddle the industrial company 
with a mortgage to the Corporation as well as a floating charge 
to the banks. In such cases the whole of the assistance furnished 
by the Corporation should be in the form of subscription to the 
share capital. lr -NA 

It has been officially stated that the object of the Corporation 
is to assist industrial concerns in obtaining capitak and not to 
act as a holding company or an investment trust. _ It has been 
clearly shown before how the I. F. C. can subscribe to the share 
‘capital of industrial companies without being a permanent 
investor but obtaining at the same time a reward for the risk 
undertaken. Why, again, should it be undesirable for such a 
public fmancial institution to develop into a holding company? 


“It has been rightly observed' that the concentration of economic 


control in the hands of a private economic group may be undesir- 
able but not, ngcessarily so when it is in the hands of a public 


* Abih February D sA ig — bie 
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economic authority. In the light of the foregoing analysis it | 
will be not only desirable but also essential for the proper = 
functioning of the Corporation that the Act should be suitably ° 
amended so as to allow it to subscribe to and hold for a time the 
shares and stocks of an industrial company. * The provision 
relating to the compulsory disposal of shares acquired by the 
Corporation as a result of its underwriting liabilities, within a- 
period of seven years is also likely to prove very often a source | 
of embarrassment to the Corporation. One cardinal principle of 
industrial financing that the Indian Corporation should follow is 
that whatever be the method of financing, by way of loans or of | 
subscription to shares, the owners of industrial concerns to be 
assisted must provide a portion of the capital themselves. 


~ Types of Business to be assisted : es 


During the passage,of the Industrial Finance Corporation 
Bill in the Indian Parliament, there was a good deal of contro- 
versy over the types of business which the Corporation would be 
authorised to help. The assistance to be furnished by the Cor- 
poration has been confined to industrial concerns engaged in the 
manufacture or processing of goods or in mining or in the genera- 
tion or distribution of electricity or any other form of power. 
The Bill even when retouched by the Select Committee did not 
envisage any other form of power except electricity and as such 
inevitably aroused criticism.’ The expression © any other form 
of power *’. was added as a result of an amendment moved in 
Parliament by Mr. K. Santhanam, so that the assistance of the 
Corporation ‘might not be confined to electricity but could be 
extended to gas companies and perhaps in course of time to’ 
atomic power.’ The clause before the amendment resembled the 
corresponding section in the Canadian Industrial Development 
Bank Act except that assistance for ‘the building of ships ". 
was expressly provided for in the Canadian legislation. But 
the Finance Minister pointed out in the course of the debates 
that the expression ‘* goods ° in the Indian Bill covered ship- 
building concerns which would certainly have the benefit of the 
Corporation. The controversy was particularly focussed on the 
question whether the Corporation would be authorised to furnish , 
its assistance to “* services like shipping or *other transport 


* "a — 
1 Prof. K. Shah, Legislative Assembly Debates, Qiat November, 147, 


3 Legislative Assembly Debates, TOM Fellruary, 1947. p- MT. 
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services." It will be recalled that the British I. C. F. C. ren- 
dered its aid to the services. Transport, distribution, laundering, 
' dyeing and other services figured in the list of the businesses 
assisted by it. But the Indian Corporation, it has been stated 
in Parliament, will not be allowed to extend its facilities to a 
shipping company running a service.’ In this respect 1t appears 
to have followed the Canadian Industrial Development Bank 
which cannot lend, to’ trades or services. As already pointed, the 
original Act has been recently amended so as to make Shipping 
Companies eligible for financial assistance, 


Working in Syndicates : 


The Indian I. F. C. should also develop the practice of 
working in syndicates with other issue houses and banks in its 
financial operations. It is well known how the German credit 
banks distributed the risks of investment by working in syndi- 
cates. The Japanese Industrial Bank often worked in close co- 


operation with other financial institutions. The British 
I. C. F. C. has pursued some of its financial methods in conjunc- 
tion with seyeral other banks. It will also be recalled that 


the financing of the Steel Company of Wales Ltd., was 
accomplished by the F. C. I. in close association with some 
important issue houses. Such syndicate operations will not only 
help the diversification of the risks of investment but also solve 
the problem of financing large requirements. 

To safeguard the interests of the Corporation when it 
undertakes to provide its facilities to an industrial concern and 
to ensure that the facilities are put’to the best use, the Corpora- 
tion has been authorised to impose necessary conditions. One 
of the conditions imposed by the Corporation may be the appoint- 
ment of one of its Directors on the Board of Directors of the 
Company receiving the aid. This reminds one of the practice 
of German banks sending their representatives to the Boards 
of the industrial companies assisted by them. But the best 
safeguard would be the establishment of a Liaison Department 
more or less on the lines of the British I. C. F. GC. It would 
. enable the I. F. C. to maintain the closest possible contact with 
the activities of the customer company. The Liaison Depart- 
ment would not only give timely warnings to the Corporation 


1 Legislative Assentbly Debates, 2st November, 1947, p, 459, “< 
> 3 Legislative Assembly Debates, 10th February, 1948. 
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_ Suggested procedure for dealing with applications for assistance : 
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whenever there are symptoms of danger but would also help the 
companies themselves by its skilled advice and experience. - 





| Besides the Liaison or Technical Investigation Department 
the I. F: C. will have to build up various other departments such 
as the Examnination Department, the Accounts Department, the i 
Economic Intelligence Department and the Legal Department. — , 
Its staff like that of similar institutions elsewhere should be * 
highly specialised and technical, and should consist of experienced 
bankers and financiers, cost accountants, industrial engineers, ~ 
insurance experts, qualified economists and lawyers. Applica- 
tions for assistance will be subjected to the scrutiny of these 


avarious departments and the services of the highly specialised 


 culars as to size, type of construction 
furnished. Af it is a case of new equipment, 


~ should be given. In either case the basis of cost, 
tar" be 


| purpose for which it is required, 


addresses of regular bankers should be 
` be instructed to give full information to the [. 


staff will be utilised to sift the undesirable from the desirable. 
The final approval will rest with the Directors. The plant and 
equipment of the applying Company will have to be investigated 
at the factory and a survey would ‘have to be made of the back- 
ground and history of the business. If necessary, outside experts 
may have to be consulted. . 

If the application is granted, the matter will not even end 
there. Close and continuous contact with the customer com- 
pany should be maintained through the Liaison Department. 
At the time of an application, the industrial concern must 
furnish information relating to the nature of the business, the 


date of its establishment, the number of employees, the prin- -· 


cipal products, pre-war, war-time and post-war, locality and type 


of sales, merchandising methods and volume of unfilled orders 


booked. It must state the amount ol finance requested, the 
Pp the security offered and the 
roposed terms of repayment. If the finance applied for is 
uired for capital investments, the nature of the assets sto be. 


a 
Ld 7 


= acquired and the approximate dates of the expehditure of” th® 
funds should be given. If new buildings are involved, partı- 


Q 
La 
7 


° and cost should be 
cost ol each item 
whether a firm 
advised. The names and 
feroished cid? thes should 
F. C. on request. 


Or. 





ce or merely an estimate, should be 


- - 


E thi : TE anv bank . name and address 
f the applicant 1s indebted to any bank, the name a 
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of the bank together with the amount of the debt and the 
= _ “security offered should be stated. Audited balance sheets and 
i profit and loss accounts covering, if possible, the last five years 
= of fiscal operations should be attached. If the business has not 
been in operation for that length of time, statements since incep- 


[i tion should be furnished. -Lf the business is to be newly formed, 
$ a pro forma statement of assets and liabilities as they are 

a expected to be at the commencement of operations should be 
_ provided. An operating forecast in any case after giving effect 


to the proposed financing may also be demanded of the customer. 

It will serve to give an idea of what the management reasonably 

expects the earning power and hence ability to pay obligations 
* to be. The following documents also will have to be furnished : 
(1) the memorandum of association, (2) survey plans showing 
boundaries of owned land and location of buildings, (3) tax 
receipts, (4) statements relating to existing mortgage or liens, if 
any, on fixed assets whether land} building, machinery and 
equipment, (5) lists of items of present machinery showing make, 
type and serial numbers, (6) fire insurance policies, étc. 


— 


Safeguards :* 


The rights of the I. F. C. in the case of default by a 
customer company have been well safeguarded. In such circum- 
~ stances the Corporation has been empowered to take over the 
management of the concern and to sell and realise the property 
~~» pledged, mortgaged, hypothecated or assigned to it. It is 
: usual for such institutions to be surrounded with special privileges 
v and safeguards. ‘The industrial mortgage banks established in 
+ the inter-war period were endowed with the right to take drastic 
; _* proceedings against delinquent borrowers. Their ‘records were 
frequently regarded to constitute indisputable evidence and the 
-e . , courts had to give their decisions swiftly and summarily. The 
s Huhgarian Industrial-Mortgage Institute, it will be recalled, had 
the right-to*be appointed *‘ sequestri curator." * - + 
A Sweeping powers „have been granted to the Corporation 
to press for repayment ‘of any loan or advance. that it may 
have granted to an industrial customer before the agreed period.” 
. _. In cases where the industrial concern has failed to comply with 
«the terms ‘of* its contract with the Corporation, where it has 










a a > — i 
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furnished false or misleading information on any material 


particular, where the mortgaged property has not been kept 
insured or “has depreciated in value by more than 20% 


and further security to the Corporation has not been fur- 


nished, where machinery or other equipment forming part 
of the security or otherwise is removed from the premises 
of the business without permission, and finally where for any 


reason it is necessary in the opinion of the Board to protect. 


the interests of the Corporation, the latter may by notice 


require full repayment at once. If the industrial concern, how- 


ever, fails to comply with the demand for immediate’ repay- 


ment, any officer of the Corporation who may be authorised 
in ‘this behalf by the Board may apply to the District Judge 
for an order for the sale of the mortgaged property or for 
transferring the management of the industrial concern to the 
Corporation, or for an ad-interim injunction where it is appre- 
hended that machinery and equipment are being surreptitiously 
removed from the premises of the industrial concern. The Judge 
shall in such cases pass an ad-interim order of attachment or an 
ad-interim injunction as the case may be. If no cayse is shown 
on or before a date specified by the Judge, he shall forthwith 
make the order absolute and direct the sale of the attached property 
or transfer the management of the business to the Corporation or 
confirm the injunction. If cause is shown, the Judge will pro- 
ceed tq investigate the claim of the Corporation and give his 
decision accordingly.* 3 


Disposal of Profits : i ani 


Tt is essential that such institutions should build up an 
adequate reserve fund. The Cerporation must be run on strietly 
business lines. The authorities of the Industrial Mortgage Bank 
of Saxony stressed the fact that it was not a welfare institution 
and no attempt is being made to-day to run the British F.C.I. asa 
philanthrophic institution. At*the same time, ıt must be made 
clear that the Corporation is not intended to earn extravagant 
profits. It has been expressly provided that the Corporation shall 
establish a reserve fund. After making provision for bad and 
doubtful debts, depreciation of assets and all other matters which 
are usually provided for by bankers, the Corporation may out of 


1 Sec, 30; zi 
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its net annaal profits declare a dividend. But so long as tbe Re- 

- serye fund is less than the paid up share capital of the Corpora- 

r tion and until all sums paid by the Government by way of 

guafantee on principal and interest of the Corporation's share 

capital and debenture issues have been repaid, the rate 

of dividend must not exceed the rate guaranteed by 

* the, Government on the Corporation's share capital. 

Under no circumstances, however, any such rate of 

the surplus shall be paid to the Government.* But the surplus 

should have been better allowed to be used to augment the 
reserve fund. 


Management: ` ~ 


The general superintendence and direction of the affairs and 

business of the Corporation have been entrusted to a Board of 

= Directors which with the assistance of an Executive Committee 
and a Managing Director may exercise all powers and do all acts 
and things which may be exercised or done by the Corporation. 
The Board in discharging its functions shall act on business prin- 
ciples and pay due regard to the interests of trade, industry and 
the general public. But sweeping restrictions have been imposed 
on the Board and controlling powers have been placed in the 
bands of the Government. 

In the discharge of its functions, the Board shall be guided 
by such instructions on questions of policy as may be given to 
it by the Central Government: If any dispute arises between 
the Central Government and the Cofporation as to whether a ques- 
tion is or is not a question of policy, the decision of the Central 
Government shall be final. The Government has been empowered 
to supersede the Board if the Board fails to carry out the instruc- 

_tions on the questions of policy laid down by it.’ 
< “The Corpdration may appoint from time to time one or more 
_ Advisory Committees with a view to assist it in the efficient dis- 
charge of its functions, > -iae a 


The Board of Directors is to consist of the following ie 
(1) Three. directors nominated by the Central Government ; 


x 3? Bee, 32. ' 
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(2) Two directors nominated by the Central Beard of the 
Reserve Bank; 


(3). Two directors elected by the scheduled banks who are 
shareholders of the Corporation; = 


= (4) ‘Two directors elected by the shareholders of the Corpo- . 
ration other than the Central Government, the Reserve 
Bank, the scheduled banks and co-operative banks; 


(5) Two directors elected by the co-operative banks who are 
shareholders of the Corporation; 


(6) One Managing director appointed by the Central 
Government after considering the recommendation of 
the Board. | 

d On the first constitution of the Board, the directors re- 
ferred to in (3), (4) and (5) have been appointed by the Govern- 
ment for one year, while the Managing director, who was Secre- 
tary, Reserve Bank of India, has been appointed on the recom- 
mendation of the Central Board. Normally an elected director 
will hold office for four years and a nominated director during 
the pleasure of the Central Government. Directors are allowed 
to become directors of private industrial concerns or financial 
institut.ons. But as a safeguard it has been previded that no 
director shall vote on any matter concerning an. industrial 
concern in which he is directly or indirectly interested.’ 


Organization : 


it has been provided that the I.F.C. will establish its head 

office in Delhi and “offices in Bombay, Calcutta, Kanpur and f 
Madras, and may with the previous sanction ofe the Central! - 
Government establish offices or agencies in other places in India. 
The Corp6ration’s policy in establishing offices should be deter- 
mined by thé number of applications for. credit which it wil re- 
ceive from various parts of the country. An office of the I. F.O., 
should be established in a region only if the volume of business 
__ there warrants such a step. It will be unwise and impractical 
1A, 

1 Sec, 17 (4). à 
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to locate branches and offices in areas wherefrom few applica- 
tions originate. The expenses of such offices would be high re- 
latively to the volume of business done. It would also not be 
possible to retain the services of the type of men required by the 
Corporation at such points unless they could be kept fully 
occupied. 

: It might seem that the four branches of the Indian Institu- 
tion would give an inadequate coverage to the whole of India. 
But representatives of the Corporation would visit the plants of 
the respective borrowers, and when an officer makes a trip to 
points at some distance from the branches, the public, as in the 
case of the Canadian Bank, may be apprised in advance through 


the press, so that interested parties may have an opportunity to 
discuss their problems. 


= 


Conclusion : r 


The Industrial Finance Corporation is a new experiment in 
our country. We have been talking of specialised institutions for 
the long-term financing of our industries for quite a long time. In 
the past so-called ‘‘ industrial banks ° were no doubt started 
but these institutions were neither ‘ industrial" nor ‘ banks.’ 
Their sponsors understood very little the basie principles of 
industrial financing. At last steps have now been taken for the 
first time to form a specialised machinery for the financing of 
post-war industry on scientific and modern lines and under the 
auspices of the State. The I. F. C. has been born at a very 
opportune moment. Tt has been ushered into India when the 
country is pulsating with the new life that freedom has given it. 
Never before was there a greater need for an institution like the 
L F. C. to assist in the rapid and planned industrial development 
of the country. The eyes of all India are turned towards the 
Institution. Its progress, its activities, its financial methods 
will be watched with keen interest. l p 


The Institution, it must be emphasised, is not a bank. The 
standards usually associated with bank loans will be inapplicable 


to the eredit facilities provided by the Corporation. The mere 
fact that an industrial concern is unable to furnish security on 


normal banking standards will not necessarily exclude it from 
the purview of the Corporation. Although the staff will include 


~ | 26 
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a few experienced bankers, no attempt should be made to run it 
on the lines of a commercial bank. The expert advice of econo- 
mists, industrial engineers, cost accountants and lawyers who 
must also constitute the staff should be constantly sought, 


The importance of including trained economists in the staff 
of the Corporation can hardly be overstressed. It is essential 
that the Corporation should have an Economic Intelligence 
Section on lines similar to those of the British I. C. F. C. 
Economic research is to be the main function of this Section. 
The economists in this department will collect and prepare 
up-to-date information on trade, industry, monetary and financial 
matters, consumption, savings, investment, etc.; will study 
customers’ applications from the economic angle and give advice 
to the operational staff; will carry on economic and market 
research work; and will prepare economic and financial reports 
for the Chairman and the Managing Director.’ 

The type of financing im which the Corporation will be 
engaged will inevitably expose it to risks greater than average 
and certainly greater than those incurred by commercial banks. 
However capable the management may be, they must expect to 
have an appreciable loss experience over a period of years. The 
building up of a reserve fund is essential but it will be parti- 
cularly difficult to accumulate an adequate reserve for many years 
to come. It must also be borne in mind that the I. F. C. began 
operations at a period which was characterised by continued 
shortage of labour and materials for construction and manufac- 
turing purposes and delays in acquiring machinery and equip- 
ment for carrying out approved projects. In these circumstances 
the Corporation will be faced with a number of cases where appli- 
cations will be withdrawn and credits outstanding will have to be 
cancelled; and the pace at which its assistance will be availed of 
may slow down. But with the easing of the raw materials posi- , 
tion and increased facilities for obtaining deliveries ‘of plant and ° 
equipment, the Corporation will have greater opportunities of 
furnishing its valuable aid to the industries of the country. There 
will be many special financial problems for India’s post-war 
industry of the kind which the Corporation has been designed to 


1 Letter to the writer from the Gencral Manager, I. C. F. C.. dated January 5, 
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meet. It will provide an excellent mechanism for mobilising 
the resources of the Indian money and capital markets to finance 
schemes of post-war reorganisation and modernisation which 
cannot be handled through the ordinary channels. There has 
long been a serious gap in the financial structure of our national 
economy. This gap the Corporation is destined to fill. 





CHAPTER XV 


The Industrial Finance Corporation of India—A Critica 
Review of its Working, 1948-52. 


The Industrial Finance Corporation of India completed its 
four years of working in June, 1952. The distribution of the 
shares of the Corporation as on 30th June, 1952, was as follows : 
Central Government, 2,000: Reserve Bank of India 2,054- 
Scheduled Banks, 2,435; Insurance Companies, Investment 
Trusts and other financial institutions, 2,565; and Co-operative 
Banks, 943. In the table given below will be found comparative 
figures relating to loan applications received, sanctioned and 
rejected during 1949-52 :— 


During During During During 
the year the year -the year the year 
ended 30th ended 30th ended 30th ended 30th 
June, 1949. June, 1950. June, 4951. June, 1952. 
Applications received ... 95 65 45 54 
Applications sanctioned ... 21 23 17 53 
Applications rejected ... 38 44 22 19 
Rs. Rs. Rs. Rs. 


Amount sanctioned, 8,.42,25,000 8,77,00,000 2,38,95,000 4,45,25,000 


The schemes put forward by the industrial concerns 
applying for assistance are examined in their technical as well 
as financial aspects. Field investigations are carried on by the 
officers of the Corporation who are asked to inspect the factory 
and report on various points. But the Corporation does not 
yet possess its own staff of technical experts. ~It seeks the 
necessary technical advice with regard to the schemes from thé 
Ministry of Industry and Supply and the Council of Scientific 
and Industrial Research. 

The financial aspects of the schemes are scrutinised with the 
same care as the technical aspects. The requirements of the 
borrowing concern in respect of land, building and machinery 
are thoroughly examined with a view to finding gut. whether with 
the aid furnished by the Corporation, the company will be 
comfortable in financial matters. 
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The loans advanced by the Corporation have generally been 
made against a first mortgage of the fixed assets of the companies, 
such as land, buildings, plant and machinery. The Corporation 
has no intention of competing with the commercial banks with 
regard to the provision of working capital. As a rule no 
adyances are granted against hypothecation of stocks of raw 
materials and finished goods. The rates of interest charged by 
the Corporation varied from 5 to 54% per annum till February, 
1952, with a rebate of 4% if the interest and the instalments of 
principal were paid on due dates. From February, 1952, the rate of 
interest was raised to 6%. Though these rates compare favour- 
ably with the prevailing commercial rates and with those charged 
by other lenders in India on more easily realisable securities, they 
are higher than those charged by the British I. C. F. C. The 
policy should be to provide finance at a moderate cost. No fixed 
scale, again, should be applied to interest rates which must vary 
with the securities available and the inherent soundness and pros- 
pects of the business. 

In considering applications the Corporation has been guided 
by the criterion whether the industrial concern is likely to make 
a contribution in maintaining the economic life of the 
community. The question of security margins on the loans 
granted by the Corporation may be considered in this connection, 
We think that the value of the security is only one of many 
considerations—and that too varying from one individual case to 
another—which should form the basis of the Corporation's 
decisions to make a loan. Past records, earning capacity, 
management, market prospects and several other factors must 
affect appreciation of the security offered. Thus there should 
not be any hard and fast rules covering the extent of the 
security required against the loan. Such is the practice with the 
British I. C. F. C. and F. C. I.* and the Indian Institution 
should do well to, take note of it. 

With a view to safeguarding the loans granted by the 
Corporation, it has required a guarantee, joint and several, of the 
loans by the Directors ; it has reserved the right to itself to 
appoint two Directors to see that the affairs of the borrowing 
concern are prudently managed ; and finally it has stipulated that 


* Letters to the present writer from the General Managers, I. C. F. C. 
F. O. 1, Ltd., dated 4th and Sth May, 1949, respectively, Seana 
- 
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during the currency of the loan the dividend paid by the concern 
should be restricted to 6% per annum subject to vaTiations with 
the consent of both the parties. ⸗ 


The maximum period for the loans so far allowed is 15 years 
and has ordinarily been 12 years. The period allowed is much 
shorter than that permitted under the Act and is likely to prove 
a handicap to many concerns. Some deserving concerns will 
also be prevented from making use of the facilities provided by 
the Corporation unless the loans are made for a much longer 
period. The loans hitherto provided by the Corporation have been 
made only to new companies or companies planning extensions. 
As such, the payment of the first instalment has been postponed 
to the end of the second or third year. But the developmental 
stage is likely to be much longer and the concerns cannot be 
expected to repay the advances out of profits in so short a period. 
It is interesting to point out in this connection that the Inter- 
national Bank has been extending loans for periods of 20 to 25 
years and the amortization begins in the fifth or sixth year. 
To our mind the better and sounder method of financing to be 
adopted by the Corporation in such cases, where some years 
would be required for development, is the taking up of redeemable 
preference shares with or without cumulative dividends. But 
for that the Act would have to be amended. 


After the loan has been sanctioned, the Corporation arranges 
for periodical inspections. Such inspections are extremely 
valuable, for these would enable the Corporation to undertake 
supervision of the end-use of the loan ; that is to say, to see how 
far the amount obtained is being utilised for the purpose for 
which it is intended and how far the schedules of construction 
or expansion are being conformed. But what is essential for 
this purpose is the establishment of a Liaison or Technical 
Investigation Department on the lines of the British I. C. F. C. 
The technical staff of the Corporation should be in close tinison 
with the borrowing concerns. It should not only carry on 
periodical investigations into the working of the concerns and 
give timely warnings to the Corporation whenever symptoms 
of danger are discerned but should also make available for 
customers the benefit of their expert advice. The absence of 
such a department is a grave lacuna and the Corporation should 
take immediate steps to build up the necessary staff for such a 
department, 
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The applications sanctioned relate to a wide variety of 
industries situated in different states of India. Ceramics and 
“glass, electrical engineering, chemicals, textile machinery, cotton 
textiles, cement and metallurgical industry are found to have been 
the major recipients of aid. 

. The following is the classification of total loans and advances 
(in lakhs of rupees) sanctioned by the Industrial Finance Corpora- 
tion of India up to June 30, 1952.* 

Textile Machinery.—Machinery Manufacturers Corporation 
Ltd., 43; Machinery Manufacturers Corporation Ltd., T; 
Mahendra Mills Ltd., 8; Mahendra Mills Ltd., 6. Total 64. 

Mechanical Ba gineering s—Wirloskar Oi] Engines Ltd., 20; 
Jay Engineering Works Ltd., 20; Smal] Tools Manufacturing Co., 
of India Ltd., 2.5; Jyoti Ltd., 6.5; Mysore Kirloskar Ltd., 3; Jay 
Engineering W orke Ltd., 16. Total 68. 

Electrical Enginee ring. —National Electrical Industries Ltd., 
10; Standard Batteries Ltd., 20; Calcutta Electrical Manufactur- 
ing Co., Ltd., 8; Bengal Electric Lamp Works Ltd., 11; Bharat 
Bijlee Ltd., 2. 5; Hindustan General ny spit Corporation Ltd., 
12; Solar Batteries & Flashlights Ltd., 8.5; Solar Batteries & 
Flashlights Ltd., 6: Matchwel Riectricals Andin) Ltd... I2 
Mysore Electrical Industries Ltd., 4; Aluminium Industries Ltd.. 
10.5; National Electrical Industries Ltd., 10. Total 114.5. 

Cotton Textiles.—Orissa Textile Mills Ltd., 50; Surat Tex- 
tile Mills Ltd., 10; Lokmanya Mills Barsi Ltd., 8; Shri Vikram 
Cotton Mills Ltd., 10.5; Pulgaon Cotton Mills Ltd., 10; Modi 
Spinning & Weaving 1 Mills Co., Ltd., 30; Savatram "Ramprasad 
Mills Co., Ltd., 10; Rayalaseema Mills Ltd., 4; Bengal Fine 
Spinning & Weaving Mills Ltd., 11; New Maneckchock Spinning 
& Weaving Co., Ltd., 10; Cauvery Spinning & Weaving Mills 
Ltd., 7.5; “Dhalesh wari Cotton Mills Ltd., 20; Shree Sadul Tex- 
tiles, Ltd., 15; Shri Sadul Textiles Ltd., 5; Pulgaon Cotton 
Mills Ltd., 3.75. Total 204.75. 

Woollen Teatiles.—Panipat Woollen & General Mills Co., 
Ltd., 5; Oswal Woollen Mills Ltd., 3; Shree Digvijaya Woollen 
Mills Ltd., 25; Panipat Woollen & General Mills Co., Ltd., 2. 
Total 35. 

Rayon Industry — —— Rayon Corporation Ltd., 50. 
Total 50. ? 


* As laid on the table of the House of the People. Published in the Statesman. 


# 
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Chemicals.—Mettur Chemical & Industrial Corporation Ltd., 
30; Hindustan Heavy Chemicals Ltd., 12.5; Hindustan Heavy _ 
Chemicals Ltd., 2.5 ; Hindustan Chemical Works Ltd., 4; Bharat 
Starch & Chemicals Ltd., 10; Hind Chemicals Ltd., 4; 
Dhrangadhra Chemical Works Ltd., 25; Dhrangadhra Chemical 
Works Ltd., 40; Asia Chemicals Ltd., 0.5; Associated Pigments 
Ltd., 7.5; Fertilisers & Chemicals (Travancore) Ltd., 50. 
Total 186. 

Cement.—India Cements Ltd., 40; Shree Digvijay Cement 
Co., Ltd., 50. Total 90. 

Ceramics and Glass.—Bengal Potteries Ltd., 20; Sodepore_ 
Glass Works Ltd., 7; Ogale Glass Works Ltd., 20; Hindusthan 
National Glass Manufacturing Co.» Ltd., 14; Travancore Ogale 
Glass Manufacturing Co., Ltd., 5; Mysore Glass & Enamel Works 
Ltd., 3; Central Potteries Ltd., 6. Total 119. 


Oil Mills —Punjab- Vanaspati & Oil Mills Ltd., 1.75; 
Punjab Vanaspati & Oil Mills Ltd., 0.75. Total 119. 

Electric Power.—Purulia Electric Supply Corporation Ltd., 
3; Cuttack Electric Supply.Co., Ltd., 9: Muzaffarpore Electric 
Supply Co., Ltd., 5.5. Total 17.5. : 

Metallurgical Industry (Non-Ferrous Metals); Kamani 
Metals & Alloys Ltd., 30; Sanequip Ltd., 5. Total 35. 

Tron & Steel (Light Engineering).—Crescent Iron & Steel 
Corp. Ltd., 5; Tatanagar Foundry Co., Ltd., 12.5; Mukand Iron 
& Steel Works Ltd., 25; Mukand Iron & Steel Works Ltd., 8. 
Total 50.5. 

Aluminium. —Aluminium Corporation of India Ltd., 50. 
Total 50. 

Sugar Industry.—Bagaitdar Co-operative Sugar Producers’ 
Society Ltd., 20; Nizam Sugar Factory Ltd., 40; Saswan Mali 
Sugar Factory Ltd., 20; Deccan Sugar & Abkhari Co., Ltd., 35. 
Total 115. 3 

Mininh.—Metal Corporation of India Ltd., 30. Total 30. r 


Paper Industry. —Hand Made Paper Ltd., 3; Arvind Boards 
& Paper Products Ltd., 9; Mysore Paper Mills Ltd., 50; Paper 
& Pulp Conversions Ltd., 12. Total 74. : 

Automobile & Tractor Industry.—Premier Automobiles Ltd., 
50. Total 50. 

Unclassified.—Link Industries Ltd., 5; Great Eastern 
Electroplaters Ltd., 3.5; Great Eastern Electroplaters Ltd., 0.7; 
Uberoi Ltd., 3; Shangrilla Food, Products Ltd., 19; Gwalior 

55—1789 B. 
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Forest Products Ltd., 3.5; Suedes & Leatherettes Ltd., 10; 
. Swastik Rubber Products Ltd., 12. Total 47.7. 


Grand Total 14,03.45. 


A State-wise classification of Loans and Advances sanctioned 
by the Industrial Finance Corporation is given below * :— 


From Ist Joly, 1948 From lst July, 1951 
to 80th June, 1951. to 30th June,1952. 
No. of Amount No. of Amount 
Name of States. applications. sanctioned applications. sanctioned. 
Rs. Rs. 

a Bombay 21 3,32 ,50,000 8 883,00,000 
Bihar 4 67,50,000 3 15,00,000 
Madhya Pradesh 2 200,00,000 2 9,75,000 
Punjab 4 20 ,00,000 — — 
Madras 5 86,50, 000 1 55 00,000 
Orissa 2 59,00, 000 — — 

t poa 8 54,20,000 | 50,000 
West Bengal 10 1,85,00,000 6 65 00,000 
Rajasthan l 30,00 000 9 20,00,000 
Saurastra 3 1,00,00,000 1 40 00,000 
Madhyabharat — 1 8,50,000 — — 
Travancore-Cochin ... — — 3 665,50,000 
Mysore — — 5 71,00,000 
Hyderabad * — -—- ] 440,00,000 
Total Gl 9,58,20,000 33 4.45 ,25 000 


This classification does not disclose how far industries owned 
and managed by the children of the soil in each state have 
been able to obtain the assistance of the Finance Corporation. 
There is an under-current of feeling that the concerns under the 
management of the children of the soil in some states are 
being neglected. This is a charge which is likely to be levelled 
against any centrally administered institution; and in the 
context of the prevailing provincial jealousies it may assume 
an ugly form. The Corporation should do its utmost to dispel 

*anye such misgivings and act in a manner which will five no 
cause for such suspicions. A Central Institution working 
through branches and agencies cannot be expected to possess a 
detailed knowledge of local conditions especially in a vast country 
like India and its usefulness is to that extent somewhat limited. 
This is the reason why we formulated elsewhere the scheme of 
an All-India, Bond Issuing Institute with a number of Provincial 
Credit-cranting bodies affiliated to it. : 


* Fourth Annual Report of the Industrial Finance Corporation, June, 1982. 
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The Corporation should steer clear of another danger—that 
of extending its assistance indiscriminately to industyial concerns 
with which its directors or their friends are closely associated. 
Under the Act there is no restriction upon the Corporation’ s 
power to assist the concerns in which its directors are directly or | 
indirectly interested. The directors themselves are not allowed 
to vote on any matter concerning those industrial concerns in 
which they are so interested. Commercial and so-called indus- 
trial banks in the past came to grief in many instances owing 
to the indiscreet extension of assistance to the pet concerns of 
their directors and executive officers. The Corporation must 
make every effort to guard itself against this pitfall. Thg 
slightest imprudence in this respect would shatter public con- 
fidence in it. . 

The importance of this point stressed by the present writer 
in the course of a Rotary Club talk as early as March, 1951, can 
be well appreciated from the recent controversies which waged 
over the grant of loans by the I. F. C. in the Indian Parliament. 
Serious allegations were made against the I. F. C. that applications 
for loans were not considered in all cases on their merits but were 
sanctioned in some cases“ at least because the directors or their 
friends and relatives were interested in the respective concerns. 
There were several other charges of favouritism and nepotism ; 
and there was a strong, insistent demand for divulging the names 
of the concerns to which the Corporation had made loans and 
advances. As one member of Parliament put it, “* the country 
wants to know whether there is favouritism or discrimination in 
the dealings of the Corporation, and whether any body is utiliz- 
ing the Corporation to feather his own nest.” As the suspicions 
were very strong, the Finance Minister not only conceded to the 
demand for publishing the names of the loanees but also appointed 
an Enquiry Committee to investigate the charges made by 
members of Parliament against the Finance Corporation. ' ? 
J The disclosure of names of the borrowing toncerns 1s ‘a 
departure from established British practice. The Chairman ot 
the British F. C. I. has no doubt disclosed in a recent annual 
general meeting the names of some of the concerns which had 
received financial assistance from it; but this was done because 
the Corporation had substantial investments in them, \iscount 
Bruce made it clear that it would be extremely. timdesirable to 


u52, 


t Statement of the Finance Minister in Parliament, December I7, 
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discuss the affairs of the Finance Corporation's clients and give 
detailed inférmation with regard to the advances made to them 
-at a public meeting.’ It was for the clients themselves to provide 
information with regard to their own business ; and it would be 
very embarrassing to them and damaging to the Finance Corpora- 
tion, if there was a deviation from this well recognized procedure. 
But our Finance Minister took into account the doubts that had 
arisen in Parliament and the very strong desire of its members 
to be furnished with the names of concerns to which loans had 
been given by an Institution enjoying government guarantee. 
He felt that the refusal to disclose the names, even though based 
on a healthy convention, would create an entirely unjustified 
suspicion against the I. F. C. and the borrowing concerns which 
it was essential to dispel; and he laid on the table of the House 
a statement showing the names of individual concerns under each 
category of industry and the amount of loan sanctioned to each 
concern. It may be mentioned in this connection that the British 
practice of maintaining secrecy by a financial institution regard- 
ing the transactions with its clients has not been uniformly 
followed elsewhere. The Industrial BAnk of Japan, the National! 
Economic Bank of Poland and in the present times, the Industrial 
Development Company of Puerto Rico and the International 
Bank for Reconstruction and Development have followed the 
practice of disclosing the names of their borrowers. The Provin- 
cial Governments in India too have always published the names 
of the industrial concerns which have been assisted under the 
State-Aid to Industries Acts. 

As regards the other point, viz., the making of loans to the 
concerns of its directors and their friends, an indiscriminate 
extension of such loans would certainly be undesirable and would 
undermine public confidence in the Institution. But such an 
institution will inevitably have industrialists on its board who are 
found to be directly or indirectly interested in some industrial 
concerns. In the circumstances the propriety of such loans 
should be tested by. the criteria whether the favoured concerns are 
as sound as other concerns which have received financial assist- 
ance from the Corporation, and have not secured the loans on less 


onerous terms, and whether they can be said to enjoy priority in 
the national plan of industrial development. 


' Chairman's statements at the Sixth and Seventh Annual Gene i 
1951 and 1952. - nal General Meetings, 
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From the tables given above, it will be found that there had 
been a steady decrease in the number of applications®for assist- 
ance received by the Corporation and in the amount of loans - 
sanctioned during 1949-51. During 1951-52 there was no doubt 
a slight increase in the number of applications and the amount 
sanctioned was much greater. But this has been, to a great 
extent, due to the quicker disposal of applications. The explana- 
tion offered by the Corporation in its Third Annual Report that 
the number of applications had been declining because of un- 
certainty of getting supplies of machinery and raw material and 
larger requirements of working capital is not wholly correct.' 
The reduction in the number of applications is due to the fact= 
that the methods of financing adopted by the Corporation are not 
suited to the needs of the borrowing concerns. In many cases 
what they require is not merely loan capital but equity capital. 
In its Second Annual Report the Corporation frankly recognised 
that industrial concerns raising their capital in the form of 
borrowings rather than through share issues are particularly 
handicapped.* Interest to be paid on the borrowings from the 
very day the loans are taken and provisions for amortisation are 
likely to strain the resources of the undertaking and add to its 
costs and thereby impair its competitive capacity. Borrowings 
can normally be repaid out of profits but profits may not be earned 
during the developmental stage which may be five, seven or ten 
years. It is rather curious that inspite of this admission the 
authorities of the Corporation have continued to follow the 
policy of providing simply loan capital and have taken no steps 
to have the Act suitably amended so that the Corporation may 
provide equity capital as well. What most of the would-be 
customers require is not loan capital but risk or equity capital. 
At the present moment when the industrial concerns are unable 
to obtain their requirements from the capital market which has 
become stagnant, the Corporation should seriously consider „the e 
provision of equity capital in some cases at least. What is 
urgently required for the rapid industrial reconstruction and 
development of our country is not the provision of mere loan 
capital but the provision of risk or entrepreneur capifal. T do 
not think that industrialisation can be rapidly attained in India 


1 Third Annual Report. 
* Second Annual Report, p. 16. 
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without the provision of risk or equity capital in many instances 
by the Central and State Industrial Finance Corporations. The 
corporations are not commercial banks. They may be called 
capital banks and they must be prepared to take greater risks 
than ordinary banks if they want to assist in the rapid industriali- 
sation of our country, especially at a time when private capital 
is not coming forward on a scale commensurate with the needs of 
the country. The Report of the E. ©. A. F. E. Committee on 
Industry and Trade which held its session in Lahore on 15th 
February, 1951 in discussing the Ceylon Agricultural and Indus- 
trial Credit Corporation has made it clear that in countries where 
private capital is not coming forward for investment in industrial 
development but where an accelerated rate of development is an 
urgent need, what is required is financial corporations not merely 
for providing loan capital to existing industries but for initiating, 
underwriting and participating in new enterprises,—for furnish- 
ing entrepreneur capital. The existing legal ban en the provision 
of equity capital to industrial companies by the Central and State 
Finance Corporations has considerably restricted their scope and 
serviceability. 


Curiously enough, although the Corporations, Central and 
State, have been prohibited from subscribing to the share capital of 
industrial companies, they have been authorised to underwrite the 
issues of share capital of such Companies. Underwriting business 
may be more risky for the Corporations. In the process of under- 
writing they may be saddled with an unpredictable and an un- 
certain amount of shareholdings to be disposed of under the law 
within a limited period irrespective of the market conditions. 
The underwriting institution is concerned only with the successful 
placing of the shares. Its interest ceases as soon as it is able 
to dispose of all the shares it may have acquired on account of 
its underwriting commitments. As such it can have no interest 
in the welfare of the industrial concern in question. But if it 
had participated in the share capital of an industry, it would have 
continued to take an active interest in its progress and also would 
have a voice in its management. It is not. suggested for a 
moment that the I. F. C. and 8. F. C.’s should adopt the policy 
of permanent participation. What is suggested is that they 
should follow the same policy which German banks adopted with 
reference to” German industries in the past. If the underwriting 
business is authorised, one cannot escape the logic of permitting 
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the Corporations to subscribe to the share capitad of such 
Companies. If the legal bar against the provision of equity 
capital continues, they should be logically excluded from under- 
writing business and should function as industrial mortgage 
banks. As a matter of fact the I. F. C. seems to have got over 
this difficulty by making no underwriting commitments on the 
ground of apathetic conditions in the capital market. Inspite 
of the much publicized variety of financial operations it is 
authorised to undertake, it has been virtually functioning as an 
industrial mortgage bank. 

It is strange that though the Corporations bave been modelled. 
on the lines of the British F. C. T. and I. C. F. C., they lack this 
very important feature of the British institutions. The British 
(nstitutions as well as the Canadian Industrial Development 
Bank have been authorised to subscribe to the share capital of 
their industrial customers and have actually taken up preference 
and ordinary shares in industrial. companies. The I. C. F. C. 
Statements of Accounts for 1949-50, and 1950-51 and 1951-53 
show that a very large percentage of its invested funds consists 
of shareholdings in industrial companies — 





(In £ 000) 
At 31-3-50 o of In- At 31-3-51 ~ of In- 
Amount. vested Funds. Amount. vested Funds 
Preference Shares ..- * £ 3737.0 23.8 5932.8 29.3 
Participati ven 740.1 4.7 789.2 3.9 
Preference Shares 
Ordinary Shares — 1268.1 8.1 - 1774.8 8.8 
36.6% 42.0% 
~% of >, of 
At 31-3-562 Invested At 31-3-53 Invested 
Amount. Funds. Amount, Funds. 
Redeemable Preference Shares ... 4554.2 19.2 4922.7 18.7 
Non-redeemable Preference Shares ... 2781.5 11.5 2878.0 11.0 
Ordinary Shares = --- 1842.1 7.8 2010.1 7.7 





f 38.8% z 37.4? 

The percentage of share holdings to tota! investments com- 

pares very -favourably with the percentage of secured loaps to total 
investments, for the latter has varied during the same period 
between 35.2% and 40.2%. In other words, the provision of 
risk or equity capital has been as important a line of its business 
as the provision of loan capital. In the Report for the year 


! Balance Sheets and Statements of Accounts, I. ©. F. C. Ltd.. 1949.50, 1950-51, 
1951-52 and 1952.58. 
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1949-50, the Chairman of the I.C.F.C. observes that the Cor- 
poration definitely regards the provision of risk capital as an 
important part of its function. 

The British F.C.I. (Finance Corporation for Industry, Ltd.), 
the bigger institution, has provided not only Igan capital but also 
risk capital.. The latter bas been provided in the form of cash 
subscription to the paid up eapital as well as in the form of con- 
version rights into preference shares or equities in the ventures 
to which it has made advances. In the event of the projects 
turning out successfully the conversion rights have ensured the 
F.C.E. a reasonable return for the risks it had to take. Such 


“conversion rights taken in the Iron and Steel Companies, in a 


firm manufacturing diesel engines and in another manufacturing 
chemical products from petroleum have proved to be valuable to 
the institution. 

The Indian Corporation's policy of providing loan capital 
only against the mortgage of fixed assets has created serious 
difficulties for the borrowing “concerns in raising their working 
capital from the commercial banks. In India industrial concerns 
which have borrowed against the pledge of their fixed assets 
would not bt touched by bankers even though their quick assets 
were free. The I.F.C. has admitted that some of their indus- 
trial customers have actually encountered difficulties in obtaining 
advances from banks against floating assets for working capital 
purposes. ‘The 1.F.C. further admits that contrary to its avowed 
purpose, it has been obliged to help its industrial clients by pro- 
viding working capital as well. The Chairman of the I.F.C. 
(Sir Sri Ram) in his address at the last annual meeting (August, 
1952) also revealed that the Corporation had gone to the assis- 
tance of its customers in respect of working capital, though 
naturally it was outside the scope of its activities. The appro- 
priate arrangement in my opinion should have been the provi- 
sion of financial assistance partly in loans against the mortgage 
of fixed assets and partly in preference shares, leaving the rest 
of the fixed assets and the entire floating assets free for obtaining 
current finance from the banks. There have been frequent com- 
plaints on the part of applicants that there is considerable delay 
in the sanctioning of the loans by the Corporation. |The Cor- 
poration has admitted that in some cases it takes a long time 
before the loans could Be sanctioned.* It has pleaded that the 


1 Third Annual Report, p. 4. f 3. Ibid., p. 8. 
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delay is due to causes over which it has no control. But a great 
deal of the delay could have been avoided, if the Corpfration had 
its own Technical Investigation Department. The British Cor- 
porations are equipped with such departments for the scrutiny of 
the applications for assistance as well as for providing technical 
advice. But our I.F.C. has to depend upon various government 
departments in different Ministries, such as those of Commerce 
and Industry, Works, Production and Supply, and even upon 
technical experts of private firms. Considerable time may be 
wasted by the movements of files among various government 
departments which are already overworked. We are not sug- 
gesting for a moment that an elaborate technical staff be created 
at once. What we are suggesting is the building up of a nucleus 
staff to be expanded later on as occasion arises. The appoint- 
ment of a Consulting Engineer was promised long ago, but we 
are not aware if this appointment even has been made. It is, 
however, a matter of some satisfaction that loans have been 
granted a little more expeditiously this vear. 

The Corporation has not on its staff a single economist, 
although its British models have engaged the services of 
economists from the very beginning to advise und conduct 
economic research. Both the British F. C. I. and I. C. F. C. 
have written to us to say how they are utilising the services of 
economists on their staff not only in the matter of having the 
applications examined from an economic angle but also with 
regard to the carrying on of valuable research in various matters 
vital to their successful functioning.* It is high time that the 
Indian Institution should engage an Economic Adviser or a 
Director of Economic Research and create an Economic Intelli- 
gence Section. 

The Corporation has followed the policy of assisting a number 
of concerns which could have easily obtained their requirements 
from the ordinary channels. The Corporation js intendegl tos 
provide financial assistance to industrial concerns where normal 
banking accommodation is inappropriate or recourse to capital 
methods is impracticable. By assisting industrial concerns 
which could have made a recourse to the normal capital methods, 
the Corporation has deprived many others who possibly satisfied 
this criterion much better. 


3 Lettera to the writer from the authorities of the T, C. F. C. and F. C. IL.. dated 
6th January and 15th March, 1949. 
656—1789 B. 
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> he I. F. C. is not a bank and should not be staffed entirely 
F ital —— A capital bank like the I.F.C. requires 


‘personnel not inhibited by orthodox banking traditions. The 


staffing of capital banks by commercial bankers would be a serious 
mistake and would defeat the very purpose for which such institu- 
tions are established. 

Such aid as the Corporation has been able to extend to our 
industries has been meagre compared to the enormous need of 
capital for the modernisation, extension and- diversification of 
the country’s industries. The Chairman in his address at the 
last Annual Meeting, admitted the force of this criticism but 
“contended that its functions in this respect were akin to those of 
the International Bank—-that its main interest was the provision 
of loan capital rather than risk capital and that it was designed 
to supplement and not supplant the capital market. While 
admitting that the Corporation should proceed with caution, skill 
and wisdom, it must be pointed out that it clearly lacks the 
vision, imagination and boldness which characterise the policies 
of its British prototype, the Finance Corporation for Industry 
Ltd. A perusal of the statement of the Chairman, Viscount 
Bruce, at the recent Annual Meetings of the F.C_T. clearly 
brings out the contrast between the Indian Institution and its 
British counterpart. The F.C.I. in carrying out its task—viz. 
assisting by providing the necessary finance in the creation of new 
enterprises and the expansion and modernisation of existing ones 
which contribute to the advancement of the national economy— 
has interpreted its charter in the most liberal manner and has 
provided loan finance as well as ordinary capital and has not 
hesitated to assist enterprises whose activities extend beyond the 
United Kingdom. The investments by the F.C.I. in F. Perkins 
Ltd. of Petersburgh, a firm of diese] engine manufacturers, in 
Petro Chemicals Ltd., in the Steel Company of Wales and in 
the Ultramar, a Venezulian project for Britain, are notable 
instances in point. 


- Sir Sri Ram has compared his Institute to the International 
Bank but the authorities of that Institutioh are now fully conscious 
of the limitations inherent in its power to provide loan capital 
only. For the industrial development of backward and un- 
developed countries what is required is the provision of equity 
capital and not merely loan finance. They are therefore think- 


ing in terms of an International Finance Corporation working 
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side by side.with the World Bank which will do two things which 
the Bank does not do to-day—make equity investmenfs and make 
loans for private enterprises without_some form of governmental ~ 
guarantee. The institutional gap exists and has to be filled up. 
Viscount Bruce has also spoken of the possibilities of a Common- 


4 
4 


wealth Finance Corporation on some such lines for financing the - 


economic development of Commonwealth countries. 


If the Government is at all unwilling to extend the scope of 
the I.F.C. by authorising it to provide equity capital, the 
government should at least be prepared to confine the I.F.C. to 
function as an industrial mortgage bank to which it has been. 
virtually reduced and establish an Industrial Development Cor- 
poration, to work side by side with the I.F.C., which will develop, 
foster and pioneer new industrial projects and modernise and 
extend old ones and integrate such development into the Five Year 
Plan of the country. Such types of Institutions are specially 
called for in backward and underdeveloped countries and may help 
in the work of capital formation. In many underdeveloped 
countries specially in some of the South American Republics, 
such Development Corporations have been functioning for several 
years now with great benefit to the countries. The National 
Industrial Financing Corporation of Mexico, the Industrial 
Development Company of Puerto Rico and the Production Deve- 
lopment Corporation of Chile may be particularly mentioned in 
this connection. . 

The National Financing Corporation of Mexico, first estab- 
lished in 1934, has been reorganised from time to time to cope 
with the difficulties of changing economic conditions. Under the 
Law of December, 1940, it was given the following functions: 
to supervise and regulate the national securities and longterm 
loan market; to promote investment of capital in the organiza- 
tion and development of enterprises, to operate as a supporting , 
agency for finance or investment companies in the granting oO 
_credits guaranteed by securities; to act as agent and adviser of 
the Government. Again by a Law of December, 1947, it was 
provided that the Corporafion in carrying out its task df promot- 
ing industry could set up or strengthen enterprises of fundamental 
importance to the economy of the country, in order to make use 
of unused or insufficiently used natural resources, edifcover better 
techniques for increasing the production of important sectors of 
the national industry, stimulate the production of exportable 
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goods, etc. In December, 1948, the Corporation by its invest- 
A ments in securities and its credits assisted in the financing of 172 
“industrial enterprises." 2 

The Industrial Development Company of Puerto Rico 

assisted industries in several ways, such as, by making direct in- 

-. vestments as well as by granting mortgage loans, working capital 
loans and leases. Between 1942-1945 direct investments in 
industries for its own account had predominated. After the war 
when there was greater opportunity for private investment, the 
Development Company switched on from direct establishment of 
industries to*the Aid to Development of Industry Programme. 
“Financial aid has varied as to type, terms and conditions. In 
some cases enterprises have obtained leases of properties that the 
Company built. In others the title of factories built by the 
Company has been transferred on the basis of mortgage loans. 
The length of the loans ranged from seven to thirty years and 
interest rates between 349 and 44%." The Company main- 
tains research laboratories, economic services, labour relations 
advisers, legal services and engineering offices, and provides 
general commercial assistance.’ 

In Chile, where national savings are small and private enter- 
prise has not been able to make the necessary investments for 
the development of major industries, the Production Development 
Corporation has fulfilled an important rôle by promoting basic 
industries such as electricity, steel, oil and mining.‘ 


Domestic Financing of Economic Dee U.N) ; 

Ibid., pp. 196-197, lopment (U.N.), pp. 168-64, 
Ibid., p. 200, sq 

. Ibid., pp. 06-98, > 
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CHAPTER XVI 


STATE FINANCIAL CORPORATIONS—THEIR ROLE IN THE 
FINANCING OF SMALL AND MEDIUM SIZED INDUSTRIES* 


The Industrial Finance Corporation of India was designed 
to cater principally for the financial needs of large scale 
undertakings and to restrict its clientele to public limited 
companies alone. But the smaller and medium sized industries 
have -financial problems of their own. While introducing the 
Industrial Finance Corporation Bill in Parliament, the then 
Finance Minister Sir Shanmukham Chetty, had expressed his 
concern for the financial needs of such industries and promised to 
persuade the provinces to establish Finance Corporations for 
assisting the types of industries which would be outside the 
purview of the Central Corporation. 

There are peculiar risks involved in the financing of 
medium and particularly of small sized business enterprises. 
The prospects of larger undertakings which are being financed 
by the I. F. C. can be more easily guaged; but in the case of the 
smaller concerns which will be financed by State Corporations, 
any appraisal of future prospects is unusually difficult. The 
success of such industrial concerns hinges on the efliciency of 
one or a few persons. ‘Longterm loans call for continuity of 
business; but as Mr. Kaplan rightly observes, small enterprise is 
as uncertain as the life and continuing capacity of the owners.' 
In the event of personal changes, continuity of efficient 
management can hardly be guaranteed. Small enterprises have 
inadequate accounting and hardly any insight into their own 
financial position. Again, the cost of keeping track of smal] loans 
and investments in small business is pretty high. i 

The financial requirements of such industries are of three 
types (1) Short-term credit (2) Term loans and (3) Equity 
capital. The ordinary needs for short-term credit frise out of 
periodic building up of inventories of materials or of merchandise, 


* The substance of this chapter was publiehed in the form of two articles in ~ 


the University Commerce Magasine, 1961 and in India’s Industrial Surcey, 1952. 
t Kaplan, Small Business—Its place and problema p. 136, 
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payment of wages, current operating bills until payment has been 
obtained from sales ete. This type of credit is usually furnished 
„by commercial banks. Term loans are demanded by the 
enterprises chiefly for the improvement or extension of plant, 
machinery and equipment, for switching on to a new line and for 
increase of working capital for expanding operations of a longer 
maturity than is usually contemplated in ordinary banking 
practice. In the U.S.A. the Federal Reserve Banks and the 
Reconstruction Finance Corporation have participated in term 
lending to small business. Term loans of the maturity of one to 
five years or even longer have also been furnished in recent years 
by the American commercial banks. Most of these term loans 
are secured: the usual securities offered and accepted are 
machinery, plant and equipment and stocks and bonds. Real 
estate has been rather infrequent as a form of security. Among 
ihe various purposes for which such funds have been borrowed, 
expansion, purchase of plant and machinery as well as working 
capital requirements figure predominantly.’ 

Equity capital includes original investment in the industrial 
concern and permanent additions to that investment for extension 
and modernisation. ‘The capital for new small business is usually 
furnished by the owner-enterpriser and»sometimes in addition by 
his friends and relations. Self-financing or what is known as 
the ploughing back of the profits into the business is frequently 
typical means of additions to capital investments. The boundary 
line, however, between term loans and equity capital cannot be 
precisely defined. z 

The problem of attracting outside risk capital for small and 
medium sized enterprises is specially great. Their requirements 
are small and the difñculties of marketing small issues through 
present channels are formidable. The expenses of flotation also 
are almost prohibitive. Registration, legal, accounting, 
engineering, printing and listing expenses of underwriting have 
to be incurred in the case of small as well as large undertakings. 
But the marketing of the security of a small, unknown industrial 
enterprise involves much more selling effort than that of a well- 
known largé undertaking. In the U.S.A. studies have been made 
of the relative cost of floating the issues of small and larger 
concerns and — * costs of issuing smaller amounts have 

i . 
a oe —— et — — bing Lending to Business (National Buteau 
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been found to be relatively greater than those incurrgl for larger 
issues. Investigations in the U.S.A. also reveal that small_ 
issues could not be sold so easily and quickly after the securities 
were registered as the larger issues of established concerns.* 
The larger investment bankers whether in England or in the 
U.S.A. are not inclined to touch smaller issues at all. In the 
U.S.A, for stock flotations in amounts of $100,000 or less regular 
channels of underwriting are not available. While such is the 
case with England and the U.S.A. the difficulties and costs of 
marketing the issues of smaller and medium sized industrial 
concerns in India must be still more formidable. - 

In India, apart from the virtual non-existence of issue 
houses and underwriting firms, specially such as would interest 
themselves in small issues, small and medium sized industries 

have been particularly handicapped by the recent failure of a 
large number of smaller banks which had such industries as their 
clientele. Since the banking crisis in Bengal, impossible terms 
have also been laid down by the existing banks for the provision 
of working capital to such industries.” _ 

. The weight of the evidence and opinion presented before 
the West Bengal State Finance Corporation Committee is that 
the need of small and middle sized industries for additional risk 
or equity capital as well as semi-fixed capital or long-term loans 
is real and definite. There are many sound concerns falling in 
this category which can make profitable use of additional risk 
capital provided they can.et it on reasonable terms, at least on 
the same terms on which big business secures its fixed capital. 
There are also many units which require long term loans for 7, 10 
or 15 years for the purchase of new plant and machinery, for the 
replacement of old and obsolete equipment, for extension of 
factory buildings and even for working capital for financing the 
increased turn-over, ° 

The promise of the Finance Minister at” the time of 
introducing the T. F. C. Bill that steps would be taken to persuade 
the provincial governments to start finance corporations for small 
and medium industries has at last been implementtd by the 
Government of India. A Bill, entitled the State Financial 

_ Corporations Bill 1950, was introduced into Parliament, with a 


r] =- 
* Studies of the S. E. C. (Securities Exchange Commission) U. S. A., June, 1939 
and May, 1640. 
* Evidences of Industrialists before the W. B. State Finance Corporation 


Committee, 
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view to provide for the establishment of State Financial 
- Corporations. According to the statement of objects and reasons, 
the intention is that state corporations will provide medium and 
long-term credit to small and middle sized industries which fall 
outside the purview of the Central Corporation. The legislation 
will be permissive in character, the option to establish such 
corporations resting with State Governments. The Bill was 
passed into law in October 1951. The 8S. F. C. Act is modelled 
more or less closely on the lines of the original Industrial Finance 
Corporation Act, 1948. It is, therefore, exposed to the same 
«criticisms that have been levelled against the Act of 1948. 
Moreover, the Act provides for a straight-jacket pattern for all 
Financial Corporations, established by the different State 
Governments irrespective of the peculiar needs and economic 
conditions prevailing in the different States. 

The Act, though closely patterned after the I. F. C. Act, 
has made three important departures. In the first place, the 
definition of ‘‘ industrial concern ’* has been widened so as to 
include not simply publie limited companies but also private 
limited companies, partnerships and proprietary concerns. 
State Corporations will have to deal with smaller sized concerns 
principally which are likely to be private limited companies, 
partnerships and even proprietary concerns. This is an 
improvement and is particularly gratifying to the present writer 
who had severely criticised the narrow scope of the Central 
Corporation in this respect. The second deviation relates to the 
provision in the present Act for permitting the members of the 
public and even non-scheduled banks to subscribe to the share 
capital of the State Corporations." Thus members of the public 
who have been debarred from subscribing to the share capital of 
the Central Institution can subscribe to the share capital of state 

+ corporations. The number of, shares allocated to such parties 
has, however, been restricted to only 25% of the total number of 
shares. 

The extension of this privilege to parties other than the 
State Goternment, Reserve Bank, Scheduled Banks, Insurance 
Companies etc., raises the question whether State Finance 
Corporations should be permitted to make loans and advances to 

. Industrial céncerns against the security of the Corporations’ own 
shares. The question was irrelevant in the case of the Industrial 


4 Bec, 4 (3) (d) parties other than those referred to in Oly (a), (b) and (c). 
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Finance Corporation itself, for its share capital could not be 
taken up by private persons or industrial companies.” Now that 
the share capital of State Corporations can be held by the would- - 
be borrowers of the Corporations, it is desirable that they should 
be debarred from accepting their own shares as security for the 
loans they may advance. The present writer's suggestion that 
the State Finance Corporations shall not grant any loan or 
advance against the security of their own shares was accepted by 
the Government and the original bill was amended accordingly 
by adding a Sub-Section to Section 28.’ 

In the third place the State Finance Corporations have been 
authorised to give guarantees and make loans and advances for 4 
period of not more than 20 years as against the 25 years of the 
Central Corporation.’ 

Sec. 28 (b) ofthe Bill which corresponds to Sec. 26 (b) of 
the original I. F. C. Act remains however unchanged and probibits 
the State Corporations to Subscribe to the shares or stock of any 
company having limited liability. But as we have already 
argued, such a general ban on the provision of equity capital to 
industrial companies would be likely to restrict considerably the 
scope and serviceability of the corporations, State’ and Central, 
and prevent the financial assistance provided by them from being 
tailored to the requirements of each particular industrial customer. 

In the case of the State Corporations especially, it will be 
very helpful if the borrowers are sponsored by their banks. 
Applications for assistance from industrial concerns should be 
submitted to the Corporation through their banks. The banks 
being in close touch with their industrial customers will be in a 
very good position to provide much valuable information to the 
S F. C.'s regarding their creditworthiness, past debt records, 
sales, prospects ete. This information plus the regular banking 
facilities provided by the bankers would be coupled with the long 
term financial facilities and technical advice and assistance 
furnished by the S. F. C's and all together will help the small 
enterprise through its turns of fortune. The sponsoring bank, if 
it likes, may also participate jointly with the S. F. G. in taking 
up shares or debentures of the concerns or in furnishing term 
loans to them. But I can advocate long-term industrial financing 

- — 


` Letter to the writer from the Under-Secretary, Ministry of Finance, dated 
New Delhi, 15th November, 1951, 
* feo. 25, 8. F, C., Act, 1951, 
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by commercial banks only within very restricted limits and with 
great cautidn. I have discussed elsewhere in my writings the 
“dangers of an intermixture of banking functions for a country like 
India." 

In Madras an Industrial Investment Corporation was 
established in March, 1949. The authorised capital of the 
the Corporation is Rs. 2 crores divided into 20,000 shares of 
Rs. 1,000 each. All the shares have been issued. The 
Government of Madras have taken 10,200 shares (51%) and the 
balance is restricted to Scheduled banks, Insurance Companies, 
Investment Trusts, and Co-operative Banks. But only 778 
“shares were subscribed by the latter group till 30th June, 1950. 

The shares are guaranteed by the Government of Madras 
both as regards principal and interest payment. The rate of 
minimum dividend fixed for the first 10 years is 39 per annum. 

The Corporation ordinarily lends up to a maximum of 
Rs. 10 lakhs and a minimum of Rs. 50,000. It has restricted 
its accommodation only to industries organised on a joint stock 
basis and with a minimum paid up capital of Rs. 2 Jakhs. An 
exception is made in the case of private limited companies where 
no minimum capital is prescribed. 

The number of loan applications received during the period 
October 1949 to June 1950 was 25 for an amount of 
Rs. 1,05,50,800. Of these 4 loans were sanctioned for the total 
amount of Rs. 13,70,000 by 30th June 1950 and Rs. 1,50,000 
had been drawn.’ 

The Corporation has its own panel of engineers for valuing 
the buildings and machinery offered as security. The Corporation 
advances only upto 50% of the value of the fixed assets as 
estimated by the experts. The adequacy of the security is not, 
however, the only consideration; the soundness of the business 
proposition is also taken into account. The Corporation has its 
own staff of Accountants and Legal Advisers. 

The Corporation has fixed its rate of interest at 64% p- a. 
subject to a rebate of 19% for prompt payment of interest dues and 
instalment of principal. 

The primary function is to grant accommodation for the 
acquisition of fixed assets but under certain circumstances it 


“.. provides loans for working capital also. 


rs a es my Recent Banking Developments (Revised Third Edition) 1051. 
* First Annual Report of the Madras (nduatridl Investment —— June, 1950 
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During the period of the loan the dividend declared by the 
borrowing company has to be limited to 6% on the paid up capital. 
The loans granted have a period of 12 to 15 years. The maximum” 
period for loans has been fixed at 20 years. 

The borrowing powers of the Corporation are restricted to 
five times the amount of its paid up capital and reserve. It can 
accept deposits repayable after the expiry of not less than 5 years 
(originally 10 years).’ 

In the first year much business was not done. But there 
was no loss. The net profit, as per balance sheet on June 30, 
1950, amounted to Rs. 47,523-1-11. P 

The experience of the Madras Corporation is that banks 
and other institutional investors have not come forward to take up 
its share capital to any very large extent. The evidence received 
by the West Bengal State Finance Corporation Committee on the 
point whether banks would put their money in the shares of the 
State Corporation, if and when established, has been of a 

conflicting nature. While some „well-known bankers have 
unhesitatingly promised to contribute their quota to the share 
capital of such a Corporation, others have expressed their 
misgivings. When all the States come to establish Finance 
Corporations, it is debatable whether banks will be willing to 
invest so much of their resources in the capital of the Corporations. 
There is no doubt that a great deal of persuasion on the part of 
the State Governments will be required to induce the banks to 
subscribe to the share capital of the respective Corporations. 
And even then the State governments themselves will, in most 
cases, have to be prepared to take up the residue left over. 

Saurashtra set up in January 1950 by an ordinance an 
Industrial Finance Corporation which is expected to commence 
operations very soon. Of an authorised capital of Rs. 2 crores, 

50% would be issued, the State Government and State owned 
banks providing Rs. 51 lakbs and other financtal institutions, 
the rest. It has been officially stated that the Bihar Govern- 
ment has decided to set up a Finance Corporation for Bihar under 
the State Financial Corporations Act of 1951. The authorised 
share capital of the corporation will be Rs. 50 lakhs, the State 
Government contributing 20% ; Reserve Bank of India, 309%; 
nancial institutions, 25%; and privaje individyals, 25%- The ~=” 
Government of Bombay has also announced its decision to 


. 


* Amendment on 6, 3. 1950. . 
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$ 
establish agsimilar corporation for the State, called the Bombay 
_ Finance Corporation. In West Bengal an Expert Committee 
appointed by the State Government has already recommended 
the establishment of a State Finance Corporation. According to 
the Committee, the authorised capital of the Corporation should 
be Rs. 2 crores and the issued and paid up capital Rs. 1 crore 
divided into 1,00,000 ordinary shares of Rs. 100 each. The 
question of providing risk capital by subscribing to the shares 
of industrial companies was also carefully considered by the 
Committee. The force of arguments in favour of the provision 
of risk capital was recognised by the Committee and it concluded 
that at a later stage when the Corporation had gathered sufficient 
experience, the question of capital advance in the shape of share 
capital would have to be seriously considered. In the meantime 
to afford some relief to the industrial customers who have to 
start work with an initial burden of interest charge, the schedule 
of repayments should be fixed in such a manner that payments 
of interest and principal may begin after a specified period 
according to the- developmental requirements of the particular 
concern." It is to be regretted that the Government of West 
Bengal had so long placed the recommendations of the Committee 
into cold storage. It has only just taken steps to establish a 
Finance Corporation in the State. 
In conelusion, it must be emphasised that the establishment 
of a Technical Investigation or Liaison Department and of an 
Economic Intelligence Section under the direction of an 
Economist is of very great importance for the successful working 
of the State Finance Corporations. The entire absence of 
economists from the staff of the Central Corporation and its lack 
of a nucleus technical staff are two of the gravest lacunae in its 
organization and should not be allowed to grow in the case of the 
5. F. C's. The smaller industrial concerns which will be the 
ptincipal custémers of these corporations will be in particular 
need of research, economic and technical, and engineering and 
related facilities for advice and counselling. 


LE 
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* Report of the West Bengal Government Industrial Finance Corporation 
Committee. pp, 62-64, x ' 
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